OFFICIAL TRANSCRIPT
PROCEEDINGS BEFORE

FEDERAL TRADE COMMISSION

DKT/ CASE NO.: P951201

TI TLE: HEARI NGS ON GLOBAL AND | NNOVATI ON- BASED
COWVPETI Tl ON

PLACE: Washi ngton, D.C.

DATE: Cct ober 26, 1995

PACES: 1079 through 1303

Meeting Before the Conmm ssion

HERITAGE REPORTING CORPORATION
Official Reporters
1220 L Street, NW, Suite 600
Washington, D.C.
(202) 628-4888



Dat e:
Docket

No. :

Cct ober 26, 1995
P951201

I
Presentati on by:

Prof essor Diran Apelian

Sl oan Foundati on Al um num Casti ng Study

Prof essor Ernest Gell horn
George Mason University

Bennett Katz
VI SA

Samuel R Mller, Esquire
Fol ger & Levin

Pr of essor Thomas M Jorde
University of California,

Pr of essor Roger Nol
Stanford University

Pr of essor Janusz O dover
New York University

Robert A. Skitol, Esquire
Drinker, Biddle & Reach

Heritage Reporting Corporation
(202) 628-4888

NDEX

Ber kel ey

Page:

1083

1164

1117

1151

1192

1220

1208

1239

1079



1080
FEDERAL TRADE COWM SSI ON

In the Matter of: )

) Docket No.: P951201
HEARI NGS ON GLOBAL AND )
| NNOVATI ON- BASED COVPETI TION )

Thur sday,

Cct ober 26, 1995

Federal Trade Conm ssion
Si xth and Pennsyl vani a
Avenue

Room 432

Washi ngton, D.C

The above-entitled matter canme on for hearing,

pursuant to notice, at 9:37 a.m

Heritage Reporting Corporation
(202) 628-4888



PARTI Cl PANTS:
FEDERAL TRADE COWM SSI ON:

ROSCCE R STAREK, 111
Conmi ssi oner

CHRI STI NE A. VARNEY
Comm ssi oner

JANET D. STEI GER
Conmi ssi oner

SUSAN B. DE SANTI
Director, Policy Planning

DEBRA A. VALENTI NE
Deputy Director, Policy Planning

W LLARD K. TOM
Director for Policy & Evaluation
Bureau of Conpetition

JONATHAN B. BAKER
Director, Bureau of Econom cs

SPEAKERS:

PROFESSOR DI RAN APELI AN
Sl oan Foundati on Al um num Casting Study

PROFESSOR ERNEST GELLHORN
George Mason University

BENNETT KATZ, VI SA

SAMJEL R M LLER, ESQUI RE
Fol ger & Levin

PROFESSOR THOVAS M JORDE
University O California, Berkeley

PROFESSOR ROGER NOLL
Stanford University

PROFESSOR JANUSZ ORDOVER
New York University

ROBERT A. SKI TOL, ESQUI RE
Dri nker, Biddle & Reach

Heritage Reporting Corporation

(202) 628- 4888

1081



© 00 N oo 0o b~ w N Bk

N NN N NN R R R R R R R R R R
g A W N P O © 0O N o 0o M W N +—» O

1082
PROCEEDI NGS

COWM SSI ONER STAREK:  Good norning. |
appreciate all you com ng today. M nane is Roscoe
Starek, and |I'mone of the five conm ssioners of the FTC
and I"'mjoined this norning by nmy coll eague Comm ssi oner
Var ney.

Unfortunately, Chairman Pitofsky has a speaking
engagenent this norning, a |ong-standing comrtnent, so |
don't think he will be able to join us -- nmaybe |ater.
Probably all day -- anyway, this norning we are going to
| ook at such issues as how can busi nesses capture
i nnovation or other efficiencies through collaboration in
mar ket s that are undergoi ng change, and try to answer
some questions about whether or not antitrust inpedes
firms or industry efforts to collaborate to achieve
i nnovati on- bound efficiencies.

Qur first witness this norning is M. Diran
Apelian, who is Provost and Howret professor of
engi neering at Wrcester Polytechnic Institute, and
before assum ng that position in 1990, he has held
vari ous positions at Drexel University, including
prof essor, head of the Departnent of Materials
Engi neeri ng, Associate Dean of the Coll ege of
Engi neering, and Vice Provost.

Bet ween 1972 and 1975, he worked i n Bet hl ehem
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Steel's Honer Research Laboratory.

Prof essor Apelian is accredited with pioneering
work in various areas of the solidification processing
and i ncluding anong other things, nolten netal processing
and filtration of netals, and al um num foundry
engi neeri ng.

He has over 200 publications to his credit. He
currently serves on several technical advisory boards and
cor porate boards, and he has served on and chaired
several national materials and advi sory boards for the
Nati onal Research Counci |

Pr of essor.

PROFESSOR APELI AN:  (Showi ng slides) Good
nmorning. | thank you for that introduction, and thank
you for the opportunity to conme here and spend sone tine
wi th you, and hopefully |I can contribute to these
del i berati ons throughout these hearings.

My name is Diran Apelian, as has already been
stated, and | amat WPl where | serve the institute as
the institute's provost.

However, | will only be in that position for
anot her year -- a period of six years -- and thereafter,
| will be heading the Center for Metals Processing which
| have overseen its foundations at WPI, and its

est abl i shnent .
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As al ready nentioned in the introduction, for
many years, | have had a close alliance with the
i ndustrial sector, and prior to joining the acadene, |
spent several years at advanced product devel opnent at
Bet hl ehem St eel Corporation in Bethl ehem Pennsyl vani a.

My schol arship and area of research, research
work is in materials processing, and specifically netals
pr ocessi ng.

The Center for Metals Processing at WPl has
three distinct |aboratories, each of which serves a
certain sector of the nmetal processing industry.

These three | aboratories are the al um num
casting lab -- ACRL -- the powder netallurgy |aboratory,
and the sem -solid processing |aboratory.

| will revisit these |aboratories of the center
a bit later on to illustrate and di scuss with you how
manufacturing -- and I will spell out here that it's
fragnment ed manufacturing industries -- can and have
captured innovation as well as other efficiencies in
mar ket s whi ch are undergoi ng dramatic and significant
changes.

My hope is that this presentation wl|
denonstrate sone i nnovative and creative approaches in an
effort to enhance U.S. conpetitiveness.

The netal casting industry is a $29 billion
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i ndustry. The powder netallurgy industry is a two to
three billion dollar industry, and the sem -solid
processing is a brand new t echnol ogy, so the markets for
whi ch are not devel oped yet, so you can see that there is
a, three different very different sizes, scales, and
t echnol ogi es.

| would |ike to conclude with sone specific
recomrendati ons and | ook forward to some discussion |ater
on.

In this presentation, what | would like to do
is briefly ook at these four areas as an outli ne.

| was initially going to read this paper
verbatim but | have decided in the last five, siXx
mnutes it doesn't really nake nuch sense.

|"ve never really felt confortable reading it.
|"ve never read a speech, so sonme of it, I'"'mgoing to
wing it, soif you're trying to read this, you' re not
going to know where I am but that's exactly what |I'm
trying to do so you can pay attention to what |'m sayi ng.

So societal sea changes is an inportant, in ny
m nd, an inportant thing for us to revi ew because so nuch
has happened that has inplications and opportunities as
to how busi nesses do, manufacturing industries do
busi ness with the universities.

There is sonme overarching issue for fragnmented
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manuf acturing industries, which | would like to touch on,
alittle bit nore on the Center for Metal Processing, the
details as to how industry and universities work
t oget her.

There may be sone concerns out there as to how
the research that is being done is not first class,
whether this is still applied, and that we're |losing the
edge on fundanental research.

| would |ike to touch upon that; sone of the
operational principles, and lastly, conclusions and
recomendat i ons.

So let me start with the first one on societal
sea changes.

As you can see in ny wite-up there, a |ot of
changes are going on, that one thing that we're seeing
and we're experiencing is that the changes in society are
al | happening at the sane tinme, whether they be
political, economcs, societal forces, so things are not
occurring in series, so the inpact is quite dramati c.

|"ve used a nautical netaphor in this
presentation that -- and called it the sea changes, so
the focus of the sea change | will be addressing here is
nore of a transition from defense oriented to comerci al
sector to the civil research, civil comercial sector.

| f you |l ook at the |ast 40 years, we have been
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at tinmes criticized that we haven't had a strategy,
busi ness strategy, as a nation, and | would submt to you
that we have had it.

It has been the mlitary-industrial conplex. W
have had a three-legged, three-|egged structure wherein
t he Pentagon, whether it's through ARPA or DARPA, now
ARPA, ONR, Navy, Air Force, AFSR, Arny, Arny Research
O fice and a variety of other agencies have funded nuch
of the research at the universities to carry out
fundanmental research with 6.1, 6.2, or 6.3, the results
of which went to establish the foundation for
technol ogi es for products, for the defense industry, the
i ndustry, the manufacturing industries where nmaking these
conmponents, not for the civilian sector, but rather for
the Pentagon, so it was a three-|legged structure with the
Pent agon, universities, and the manufacturing industries.

And there is a strata of manufacturing
i ndustries. You would have the notherships if you wll
such as the McDonnel |l Dougl ases or the Lockheeds or the
Boei ngs under which there would be a variety of smaller
corporations and conpani es, whether they be $20 million
conpani es or $50 million conpanies, but neverthel ess,
servi ce manufacturing industries, so there is a very |ong
chai n under these not hershi ps.

Today that has changed because the defense
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i ndustry is doing |l engthy research. The research nonies
are not comng to the universities nor are they going to
t hese corporations.

To cite one exanple, Rockwell International,
once a paragon of defense-oriented industries, now
derives only 18 percent of its revenues frommlitary
contracts. That's a major, major change in a period of
only five years.

Thr oughout this paragon change, the by-product
of the universities was the graduate students, and | hate
tocall it a by-product, but in a way, it was. It is. It
has been. So the graduate students upon graduation was
either recruited by industry to continue the research
industrial labs, or recruited at the universities to
cl one ot her graduate students |ike thenselves |ater on.

As | have already indicated, that has changed
in that the funds are not there anynore, and if you | ook
at sone of our research universities, it's obviously
clear to you that over the years, when Vanover Bush of
M T, when he really was one of the architects of the
foundati ons of the National Science Foundation, the
notion was that the faculties of our universities were a
tremendous asset and resource for the country to help the
Pent agon to hel p our defense industries, so research

universities were established over the years.
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When | say established, they really becane
maj or research universities. Exanples would be Stanford,
woul d be Cal Tech, would be MT, Berkeley, and I would
characterize these research universities as battl eships.
That's why the nautical netaphor of sea changes.

The defined skirmsh |ines are no | onger there,
and thus these major universities find it difficult to
reposition thensel ves.

As provost, | can tell you it is very hard to
make budgets work when you're relying on 30 to 40 percent
of all, all of your faculty's salaries to cone from
sel f-noney, so these research universities cannot steer
qui ckly enough to naneuver to sea change and the change
in the tide, and I would certainly suggest that that's
the last thing we need to enmulate in our nation.

Peter Drucker, a very well-known professor of
managenent and a prolific witer, has submtted that our
productivity as a nation and our conpetitiveness wll
only inmprove if, if the productivity of the know edge
wor kers i s enhanced.

That's interesting that he coins those words
knowl edge worker, so he's putting enphasis on the |abor,
t he peopl e who are working, but he has an adjective there
-- know edge, know edge worker.

The nore inforned they are, the nore educated
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they are, and I would also submt to you that there is a
big difference between data, information, and know edge.

| personally believe in Drucker's notion, and
simlarly | believe that productivity of our
uni versities, though this is not one of your concerns
here, will only increase if the |earning experience by
our students is enhanced.

Let's conpare for a second the perspectives of
the university and an industry.

Uni versities in general have a uni que situation
in that their customer and their product is exactly the
sanme. It's the individual, the student, except that
there i s added val ue on graduation. At |east we hope
there i s added val ue on graduati on.

On the other hand, the industrial perspective
is one where wealth ought to be created, should be
created, and we're trying to add value to the
sharehol ders or the principals of the conpany. That's if
it's a private conpany.

Technol ogy plays a major role in the creation
of wealth, and thus the know edge base is the foundation
to conpetitive advant age.

| don't think one could argue with that.
However, we all know that the know edge base is not

somet hing you pick up off the shelf in a CD ROMor a
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certain nunber of books, but that the know edge base is
invested in the know edge worker, so both industries and
universities have a very key conmon thread, and that is
t he graduating student or the product of our universities
as well as the human resource base in our, in our
i ndustries, manufacturing industries.

So it is inportant for us to acknow edge that
it is the human resource base of our nation's industries
which is the crucial factor in enhancing our nation's
conpetitiveness, and you m ght hear this re-enphasized in
the next ten mnutes in ny presentation or so, that it is
really a crucial point that it is the know edge worKker,
it's the people who are really going to nake the
di fference.

It mght be interesting for ne to point out in
the netal s processing industry how the defense-oriented
research has fuel ed devel opnents within netal processing
manuf acturing industries.

"1l give you sone exanples. Rapid
solidification technol ogies where you can take a liquid
netal and cool it down at a mllion decrees a second, 10
to the sixth, 10 to the seventh degrees per second.

Very rapid solidification technol ogi es
initially came out of Cal Tech -- Paul Duwade's

initiative funded by ARPA during the late '70s early
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"80s; solidification nodeling funded by at that tine
t hi nk DARPA and the Air Force during the late '80s and
early '90s; netal matrix conposite work funded by all of
t he agenci es, ARPA having the major |ead.

These technol ogi es have truly emanated from
defense-oriented initiatives for very specific
applications for defense purposes, and they are quite
numer ous and have certainly inpacted the comerci al
sector, but there has been a | ag.

| would |ike to point out that many of these
t echnol ogi es that have cone fromthe Pentagon were not
devel oped based on the needs of the marketplace and were
not driven by the manufacturing industries, either, but
rat her they were hoi sted upon them for a defense-oriented
perspective rather than the civilian one.

The new paradigmin closing here and novi ng on
to the next section, is that we need to have a focus on
the needs of the civilian sector, focus on new product
devel opnent, the focus on market share or narket
penetration, all of which translate to successful
commerci alization creating wealth, creating val ue,

i ncreasi ng conpetitiveness and productivity.

Now | et me nove on to sone overarching issues

in the second point, in manufacturing industries, and to

start off, our conpetitiveness is influenced very much by
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the viability of small conpanies, small businesses, and |
would |ike to tal k about the fragnmented industries in
our, fragmented nmanufacturing industries in our country
because there is a whole bunch of them It's not just
the autonotive, the big steel, ship building, the big
aerospace, but a host of fragnented manufacturing
i ndustri es.

Now what is a fragnented manufacturing
i ndustry?

This is one in which the market |eaders do not
have the power -- you nay want to call them nom and pop
type operations, but neverthel ess do not have the power
to shape the events of the industry.

These industries usually contain many small or
medi um si zed firns and are often characterized by | ow
profitability.

They don't have nmuch noney for R&D
expenditures, and the useful criterion for fragnentation
is that 40 percent of its sales generated reside or are
generated by four, the four |argest producers.

Some exanpl es of these kinds of industries can
be seen here -- non-ferrous rolling and drawi ng. The
nunbers in the parentheses are the percentages, the
per cent age of sal es concentrated anong the top four

producers.
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For exanple, in plastic naterials and resins,
22 percent of the sales generated in that industry
reside, are generated by four conpani es al one, whereas in
non-ferrous, it's a fairly high nunber -- 38 percent; in
powder netallurgy, 33 percent; so in this context, let ne
try to point out to you what are sone of the conponents
that are made by these industries so it's not abstract to
you.

| f you ever have the occasion to go out
underneath your car, take a | ook at the big transm ssion
box that you have.

There is a casing in which the transm ssion
resides. That transmi ssion casing is made conpletely by
di e casting.

Large parts are made through die casting, jet
j et engine blades and vanes through investnent casting,
whether it's Precision Cast Parts or Hom d Corporation,
now Thi okol .

Aer ospace doors and structural conponents,

t hese are nade by Fuhrman and Sand Castl e, by Hitchcock
| ndustries in M nneapolis.

Many autonotive conponents such as steering
colum parts and the nultitude of gears that go into the
transm ssi on of our car are made through powder

nmet al | ur gy.
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These are the kinds of industries that service
the |l arge manufacturing industries, and they nake a
significant portion of our nmanufacturing infrastructure
in our country.

It is our firmbelief that investnents must be
made to strengthen the know edge base and to enhance the
| evel of the know edge worker so that these
near - net - shape manufacturing industries can denand a
worl d class position.

|"mnot going to go, I'mnot going to go in too
much detail in the next section except to point out that
there is a lot of pessimsmout there that the industries
are becom ng nore efficient and that they are becom ng,
they are creating value at the expense of the workers.

Alittle bit, over a hundred years ago, Karl
Marx and Frederick Engels in their Conmuni st Manifesto,
and | quote fromthem-- they said the nodern | aborer,
instead of rising with the progress of industry, sinks
deeper and deeper bel ow the conditions of existence of
his own class. He becones a pauper, and pauperism
devel ops nore rapidly than popul ati on of wealth.

Qoviously it is a very pessimstic view of
i ncreased productivity, and there is sonme |iberals and
conservatives alike today |like Jereny Rifkin, author of

"The End of Wbrk," who are suggesting that these kinds of
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productivity increases occur at the expense of the
wor ker s.

Qur experience is totally different in the
Center for Metals Processing at WPI. It's nmuch nore
optim stic.

We're finding that through re-infrastructure,

t hrough re-engineering, all of these terrible nanmes, and
some downsi zing, what's occurring is that the
corporations are enabling thensel ves to redesign

t hensel ves, to reinvent thensel ves, where value is being
created, and we're not so concerned about the wage of the
worker. It's the value of the worker.

We subscribe to the notion that fatter
paychecks foll ow higher productivity. | think that caps
it all in that one sentence.

In the early decades of the 20th Century, when
mass production rul ed, conpetitive advantage was realized
by fragnenting work, by specializing tasks and using a
hi erarchi cal nmanagenent theory.

We're finding out today that productivity gains
are made by increasingly relying on enmpowernent of the
wor k force.

These are cliches perhaps, but to truly do it,
it's a transformation in the manufacturing work force in

t he workpl ace -- delegating authority using information
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and comuni cati on technol ogi es.

Chaparral Steel in Mdlothian Texas, Gordon
Ford, who is the CEQ recently told nme only two weeks ago
that when he is trying to buy a continuous casting
machi ne, which is a several nmillion dollars investnent,
he doesn't make that decision, nor does the R&D
department meke that deci sion.

He sends the workers around the world to | ook
at all the various suppliers, and they nmake a deci sion as
a conmmttee as to which nmachi ne they ought to buy, and
enpower nent really neans that you del egate the work.

There is no doubt in our mnds that education
and life-long learning is the key to ensuring the
wor | d-cl ass manufacturing, and it is principally for this
reason that industry/university collaboration ought to be
nurt ured.

Now | et me nove on to the Center for Metals
Processing and tell you a little bit about the details of
how this consorti um works.

As | said earlier, there are two | aboratories -
- three laboratories, each of which addresses a certain
sector of the industry.

|"mnot going to have the tine to go through
all three |aboratories.

| would |ike to spend a few m nutes about the,
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about the al um num casting and the powder netall urgy.

We're tal king here about over 40 corporations,
40 manufacturing industries supporting the center with an
annual consortium fee.

Fundament al and applied research is carried out
by the center addressing technol ogi cal needs,
technol ogi cal barriers identified by the industrial
sector, so let nme first tal k about the casting
| abor at ory.

| assune everybody knows what near-net-shape
manuf acturing is.

That's where you take liquid nmetal and you pour
it into a cavity, different kinds of cavities, whether
it's die permanent nold sand casting, and you nake a
net - shaped conponent perhaps. Wth sonme mnor machining,
or very little machining, you have a fairly conpl ex
conponent that's, that is used by society, so the
obj ectives of this consortium of the center are really
two-folds -- to performbasic and | nean fundanent al
research relevant to the al um num casting industry.

There is a difference between, there is a
di fferent way of view ng what applied research neans and
what fundanental research neans.

My own view is that fundanmental research within

a given context can be viewed as and shoul d be viewed as
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appl i ed research.

It's not black and white, but rather there's a
continuumthere. It's how you viewit.

The second objective is to provide a network, a
structure, where dial ogue takes place within the various
sectors of the industry.

The al um num casting is a growmh industry. As
| indicated earlier, the netal casting industry is about
28 to 29 billion dollars a year business of which about 9
billion or so is for alum num castings, the renaining
being for iron and steel.

The al um num casting research | aboratory of
ours addresses the technol ogi cal needs of the industry
and does so by integrating faculty fromdifferent
di sci plines, brings different people together.

It al so serves as an educational center,

di ssenm nating results, devel oping courses in continuing

education prograns, serving the industry, tutorials, et

cetera.

Now who are the nenbers of this, of this
center?

| think you can read the names of the conpanies
your sel ves, but one thing you will note is that these --

that we have here a broad spectrum of the industry.

It spans a very broad spectrumin that we have
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pri mary and secondary producers of alum num so the
peopl e who are listed under the prinmary, they nake
al um numingots, billets.

Second producers are recyclers |ike Wabash
Alloys in Indiana where a nillion ton a day is not enough
of -- is the scale of recycling we're tal ki ng about.

Then you have people |ike Comal co,

Doehl er-Jarvis who buy al umi numfromeither the
secondaries or the primaries, nelt it, pour it in their
dies, in their cavities, in their nolds, and nmake al

ki nds of conponents.

Then you have end users. These are the people
who buy the castings, and we have Ford, Ceneral Mbdtors,
Har | ey Davi dson.

The nenbers pay an annual fee of only 15,000 a
year. |It's probably going to go to 20,000 very shortly.
It has been like that for the |ast four years.

W have a Steering Commttee, which is
establ i shed consisting of six elected nenbers of the
consortium

The nmenbership on the Steering Cormittee is on
a rotational basis so that we can have representation
fromevery menber conpany.

This commttee neets at |east twice a year

Specific projects are, are decided on, and each specific
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project has a focus group nmade up of consortium nmenbers.

This m ght help. W have a Steering Commttee,
| eaders of the industry, six of them

There is the director of the |aboratory. Then
you have the research staff, the graduate students, the
post - docs, the undergraduate students, and four projects
a year, but sone of these projects have been going on for
three, four years, so they are not necessarily yearly
projects. They can go on for several years if they are
fundament al research topics.

Each of those projects in turn, though they are
not shown there, has a focus group of several industry
menbers participating with the student, with the
supervi sing professor, giving lots of counsel, |lots of
advice and truly bridging the gap if you will if there is
such a gap between industry and university.

It's, it's a high maintenance way of doing
research. You know, you've heard of high naintenance
body. This is a high naintenance organi zation to the
research, but the output, the outcone of it is just
dramatically different than what | have been accustoned
to 20 years ago.

The beneficiary of this is the student, who is
much nore know edgeabl e, has been grilled by the

i ndustrial sector if you will, and I think the industrial
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sector as well, who is, who has available to themthe
graduati ng engi neer, graduating technol ogi st who has been
wel | educated in a contextual sense.

|"mnot going to go into any detail the
research projects, but just to have a listing for you, to
see what their projects are in the casting |aboratory,
predi ction of feeding characteristics, that's a three,
four-year project. Very, very detailed nodeling work is
going on that's real

The next one is a fundanental project on how
can we relate processing paraneters to the resultant
m crostructure?

The | ast one there, the heat treatnent of
al um num magnesi um -- at first when | thought about it, |
said to nyself many years ago it's going to be too
appl i ed, not enough fundanental s here.

It has turned out just to be the opposite. The
schedul es presently used by the industry are archaic and
nmedi eval .

| " m bei ng perhaps too dramatic here, but sone
of these schedules for heat treatnment have been
established 40, 50 years ago by the industry, mlitary
specs.

Since that time, a |lot of technol ogy has

occurred, and mcrostructures are different. W have
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changed the solutionizing, the heat treating cycle from
ten hours to two hours for the industry -- nmuch nore
energy efficient, nmuch better results, and a | ot of
savings. | nean a |lot of savings.

In addition, we have several projects by the
Departnent of Energy, recent one of the size of $2.8
mllion to | ook at how can we nake netal s cl eaner so that
they are -- so defects are renoved before you even nake
t he castings, another one within the die casting
i ndustry, about half a mllion over two years, so you can
see that in addition to the nonies conmng fromthe
i ndustry, we are able to | everage oursel ves because many
of these government, federal agency projects require cost
shari ng.

Overnight we're able to do that because of the
i ndustrial base and infrastructure we have w thin our
reach.

That has been a mmjor benefit for us to be able
to position oursel ves.

To summari ze and nove on here -- you know, |
shoul d have asked how rmuch tinme |I have here.

How am | doi ng?

M5. DE SANTI: How about about five nore
m nut es?

PROFESSOR APELI AN: Ckay. I'Il try todo it in
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four. You can hold ne to that.

So the summary of ACR activities you can see
there -- research prograns, annual workshops, technical
sem nars, ACLR newsletters, technical education prograns,
i ndustrial interns -- so you can see why | said earlier
this is a high maintenance technol ogy.

The powder netal lurgy |aboratory, the next
| aboratory, is based on the same nodel, so |I'm not going
to go through the tenplate that | just tal ked about as to
how t he al um num casting research | aboratory works. [It's
t he sane nodel .

The nenbers of the conpani es, nenber conpanies
of the center are a different |list of conpanies except
that Ford Motor Conpany and General Mdtors shows up
agai n, and by the way, those conpanies, the G and the
Fords, they pay nenbership fees for the P/M | aboratory.
They pay nenbership fees for the al um num casting
| aboratory, and they are al so going to be paying
menbership fees to the sem -solid processing, which is a
brand new technol ogy they have cone up.

It's also clear to you here that sonme of these
are transnati onal corporations. They are not necessarily
regi onal corporations.

| think | said earlier that this industry is a

smal l er industry, about a two plus billion dollar
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i ndustry, so it's not in the sane scale as the al um num
casting, but you can see that it's conprised of a |ot of
i ndustri es.

As you probably know, the Sloan Foundation is
very interested in the conpetitiveness of the U S
i ndustries, and they are fundi ng several industry
st udi es.

| saw in the agenda that you' ve heard from ny
friend Professor Cooney yesterday on the pharnaceuti cal
i ndustry.

Stanford is | ooking at the software industry.
Berkel ey is | ooking at the sem conductor industry,
Carnegie-Mellon the steel industry, et cetera, et cetera,
and we're | ooking at fragnented manufacturing industries,
particularly interfirmrelationships, cost estinmation,
interfirmrelationships neaning the supply chain
rel ati onshi ps, horizontal as well as vertical, and we're
finding out a whole bunch of very interesting happeni ngs
within the firms as to how they view conpetition, how
they talk to each other, and how they can think of
t hensel ves.

Cost estimation is another one. W' re appalled
as to how prices are set. |It's not based on real cost or
any activity cost basing, but rather what the other

person is selling it for, so ny colleague Professor Chick
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Kasouf is going to give sone nore details on our results
of these works, the interfirmrelationships, cost
estimation, value creation and gl obalization, on Novenber
the 8th, and if | can do it, | would like to acconpany
him but the schedule nay not permt ne.

Some principles for university-industry
alliances in closing here, and sonme concl usions -- when
you | ook at the powder netallurgy |ab and the casting
| ab, you might ask the questions aren't they conpeting
t echnol ogi es within your own center?

Isn't casting, which is a near-net-shape
manuf act uri ng technol ogy, conpeting wi th powder
nmet al | urgy technol ogy?

How can you keep all these industries together
when they are conpeting with each other?

The answer to that | |like to give you is one
that will hopefully illustrate our philosophical bent and
our belief in the center is that if you're in the
near - net - shape manuf act uring busi ness, you better not
only know what is happening within your own industry, but
ot her industries that al so nake near-net-shape
manuf act uri ng conponents, and our view of conpetition is
a bit different.

Conpetition we view as a partner with whom we

have not nade an alliance. That's a bit different than
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how peopl e view conpetition at tines.

Col | aboration occurs for the devel opnent of
generic know edge base, and we do so by creating a black
box.

We | augh about this at tinmes, but we have a
paranmeter or wi ndow within which everything is safe. It's
fundanment al , generic.

The conpani es who are the beneficiaries of that
research use it in their own ways, any way they want to
for any market they w sh to.

Thi ngs outside of the black box are not safe.
They are overly-proprietary, and we just don't even get
i nvol ved in those areas.

Usi ng an industrial |exicon, in closing here,
we need to fortify and strengthen the custoner/supplier
rel ati onshi ps.

W see ourselves as supplying the know edge
base and qualified personnel, and noreover, we believe
t hat the knowl edge base shoul d be devel oped
col | aboratively.

W' re cogni zant of these paradi gm changes and
are establishing bridges between the industrial and
acadeni ¢ sector through the workings of the center.

It's inportant to realize that early on, one

needs to establish a delicate bal ance between conpetition
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and teamwrk for the participants of a horizontal
research col | aborati ve.

| have tal ked about the box, the black box, and
| can tell you it works very well.

W're -- one of the concerns we have is this
| eaky technol ogy where through col |l aborations, industry
is putting noney into collaboration, but the technol ogy
gets | eaked out to other conpanies, overseas or
national ly, who have not invested in that, so what we
have done to alleviate that is that our nenber conpani es,
t he conpani es who, the 40 plus conpanies, that the
consortium they get the research results first, so
publications and things that go out to the public through
our research and publications professional journals,
neetings, et cetera, thereis alag tinme, so it's
i nportant that we honor that and there is sone, sone
agreenents to that.

Al so intellectual property, the, the university
owns the intellectual property, but our nenber conpanies
get first right of refusal and royalty-free use of those
intellectual properties.

In closing, | would like to remind you that |I'm
a professor of engineering, not an attorney or student of
antitrust issues.

| even had a hard tinme reading the article in
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the New York Tinmes Sunday about what is happening in
Justice and and FTC.

However, | firmy believe that policies and
regul ations, and I hope that's what going to be the
out cone of these hearings, should not be, that
regul ati ons and policy should not be a barrier for
devel opi ng generic know edge base and contributing to the
education of the human resource base in our fragnmented
manuf acturing industries.

| would nuch prefer to have our energies as a
nation conmtted to naking our nmanufacturing industries
nore productive than to address a host of secondary
probl enms about how you're going to pay for this, for
that, for that.

| would rather us focus on how to generate
revenues. Taking care of the root cause problens wl|
ensure the long-term prosperity of our people.

In the real estate business, we hear often that
the secret is location, location, location. |'msure you
have heard that before.

| submt to you that for us to enhance our
nation's productivity, we have got to invest, invest, and
invest to ensure that our work force is the very best,

t he nost know edgeabl e work force in the world.

The university's business should be driven by
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its academ ¢ m ssion, and the university-industry
col | aborations attenpting to elevate the |evel of our
knowl edge workers certainly fit this m ssion.

| hope that these coments and the insight that

| have provided here will be hel pful in your
deliberations, and if there is any time -- | don't know
how the programis -- if there are any questions, | would

be happy to entertain them

Thank you.

COW SSI ONER STAREK:  Thank you very much
Professor. That was fascinating.

I"munfamliar with this kind of collaboration
that you have described at the center, and I find it
extrenely interesting.

| do have a couple of questions if | mght.

PROFESSOR APELI AN:  Absol utely.

COW SSI ONER STAREK: First, is it, is it your
thesis that as a result of the, of the drying up of
resources that generally has been generated by the
Pent agon for universities and industries to do national
security-related research and devel opnent, that the
Center for Metal Processing and its relationships with
universities is the wave of the future for collaborative
joint ventures to make up for that | o0ss?

PROFESSOR APELIAN: It is certainly ny view,
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and it is not shared by many, but it is also being shared
by many as well, so it's, it's, | would not even give
sonme percentage 50/50, but it is certainly shared by nmany
of us that as the defense -- as we as a nation are noving
nore towards the civilian and comercial sector, that
there is some real nodels out there that we can |earn
from Germany and ot her places as to how i ndustry and
uni versities can work together for the benefit of
soci ety.

We certainly are doing it. Actually it is very
-- the Director of Engineering at the National Science
Foundation in the Reagan Adm nistration, Nam Suh, Nam
Suh, S-u-h fromMT, he had the very first such
col | aborative consortiumat MT in the plastic industry,
and the engi neering research centers, when they were
first established, were based on this nodel -- how can we
have specific focused areas of excellence in our nation
at various universities as long as the industry was goi ng
to support this?

So many of these notions are not totally
original. You know, Einstein said | never discovered
anything, | just reinvent the sanme old things that had
been di scovered by others before, but it's clearly, in ny
view, it's clearly the paradigmfor the future that

i ndustries and universities have to work together to
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devel op the know edge base for the commercial sector.
You know, industry itself is not ready to take

this on as wel .

You know, they are so -- you know, you have, if
you have a small conpany of 15, 20 mllion dollars, and |
have served on a board of one such conpany, $25 million

conpany, there are all kinds of daily issues of
i nventory, cash flow, personnel issues.

R&D i s not necessarily thought of as an
investnment. It's thought of at tinmes unfortunately as a
cost, so | think there is a real opportunity, and our
universities as viewed by the whole world as one of the
best assets of Anerica.

If we can just take that and | everage it and
parlay it into the, into the industrial manufacturing
base and invest in our work force together, and if we
have sone regul ations and policy that even stinul ates
that or even create sone incentive for that, | think it's
going to be great.

Maybe it's too optimstic, but | really believe
t hat .

COW SSI ONER STAREK:  We have | ooked at several
i ndustries here, and a couple conme to m nd,
pharmaceuti cal s and consunmer products basically, and it

seens to ne that in the those two i ndustries, the
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conpani es take their research and devel opnent very, very
seriously because it's their future.

| nmean obviously they need to continue to keep
devel opi ng new products, whether it be for consuner use
or in the pharnmaceutical area.

It's nmy sense that they do nost of their
research and devel opnent in-house out of, you know, what
must be their profits, and | wondered why in the netals
i ndustry that you're famliar with this can't be done.

Is it because there so nany conpanies that you
need to collaborate, or why is the industry so fragnented
and col |l aboration is required unlike in the other
i ndustries?

PROFESSOR APELIAN: It's an interesting point,
and | think it will tie into sone of the things | have
al ready tal ked about here and there, and let nme try and
integrate that.

There is a very large difference between -- |I'm
going to cite sone conpanies as exanples so it's not
abstract, to be specific, very large -- there is a very
significant and dramatic difference between a Merck,
Sharp and Done under the | eadership of a Ray Vagilis, who
was a professor at one time, who knows that the
pharmaceutical industries, the products that they have to

nmake has to be at the cutting edge, so it's a very
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advanced t echnol ogi cal R&D i ntensive business if you
will, and dom nated by a few conpani es al one whereas in
t he manuf acturing base industries, whether it's screw
machi nes or rolled alum numparts or castings or die
castings, it is not that intensive an R&D.

The, the large manufacturers, whether it is
CGeneral Mdtors or Ford or McDonnell Douglas, dictate to a
| arge extent to the custoner what's needed, and it's the
busi ness of these conpanies to nake it, so the R&D that
i s needed usually has been driven by the custoner.

The General Electrics tell the Howets or the
Precision Cast Parts, the General Mdtors tell the Candy
Di e Castings what their needs are, so in a way, we have
crippled to sone extent the service manufacturing
i ndustries by having very, very |arge custoners,
not herships if you will, of manufacturers -- | shouldn't
call them manufacturers -- assenblers, the Cenera
Motors, they are manufacturers but they assenble a | ot of
parts together -- by dictating what the needs are, so
many of these servicing manufacturing industries have for
many, many years not been given the opportunity to
control their own destiny, so there is a transition
there, and | hope -- | have tried to point out that there
is a large difference between the pharnmaceutical industry

that Charlie talked about. [|'msure |ike Merck, Sharp
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and Dome, they know their products have to be at the
cutting edge, very next things, and it's hard to do in
the die casting where you have got a netal die in which
l[iquid netals com ng in stanping hundreds and hundreds of
parts every hour, but neverthel ess these are industries
that provide a lot of jobs, many billions of sales, many,
many i ndividuals make a living and raise famlies and
send their children to school.

There is a lot of chain under that, too --
peopl e selling paper and pens and pencils to these
conpanies, so there is a very large chain, and | think we
need to pay attention to that.

M5. VALENTI NE: Just one quick question -- we
have obvi ously heard before, and I think we'll hear
again, that private control of research results is
general ly what yields greater incentives to innovate.

You have an interesting arrangenent here where
you have the university owning the research results and
menbers getting royalty free use and then a tine | ag.

How is that arrived at and how happy are your
menbers with that?

PROFESSOR APELI AN:  That was a maj or dispute or
deli beration at the very begi nning when it was being
cr eat ed.

As it has turned out in the last five and a
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hal f years of this center, we have not applied for a
single patent. Ckay.

Since the research is so generic, it's so basic
that the conpanies are taking, are taking the fundanental
research results and using it for their own use any way
they want to, and there is a, there is a tine of a year
or so before we publish anything, so the corporations are
benefiting fromthat.

M5. VALENTINE: The tine lag is a year?

PROFESSOR APELI AN:  Yeah.

COW SSI ONER STAREK: Intell ectual property
bel ongs to the university.

PROFESSOR APELI AN: It does, but as | was
saying, it's really a noot point because we really
haven't applied for any patents.

MS. VALENTI NE: Thanks.

COW SSI ONER STAREK: Wel |, thank you very
much.

Qur next witness is Bennett Katz, who is G oup
Executive Vice President, General Counsel, and Secretary
of VISA International.

He is also Vice Chairman of VISA' s Managenent
Executive Committee.

M. Katz has been in VISA since 1970, and has

been VI SA's CGeneral Counsel and Secretary since 1973, and
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prior to that, he served for five years as the Chief
Counsel of Avco Financial Services.

M. Katz, thank you for conming. W certainly
| ook forward to your remarks.

MR. KATZ: Well, thank you. W're helping the
universities -- | want you to know that -- by having a
VI SA card in the hands of every student.

PROFESSOR APELI AN:  That's true

COW SSI ONER STAREK:  You need a VISA card to
pay for the books these days!

MR KATZ: Well, let me just say that that was
a very interesting speech, although | didn't know very
much about the nmetals industry before, but | think maybe
this topic comes closer to hone with a | ot of people
because as you | ook around this room | would suggest
that seven out of ten people sitting in this room maybe
nore, have a VISA card, and so it's sonething that
affects every one of us in this society, so | think there
is alot of interest.

Let ne start off by saying that a docunent was
presented by ne here, and I have to admt that it was
witten by Steve Bonse here. | brought my cl ocker here,
and | don't intend to go over that docunent whatsoever.

| support that docunent. Actually | read it,

so that's why it's submtted, but I"'mhere to talk nore
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about | egal and business issues with respect to VI SA and
hope that would be of sone interest to you.

Qobvi ously, you know about VISA. It's probably
the largest joint venture in the world. It will do this
year probably in the range of three quarters of a
trillion dollars of business, and I would suggest | hope

because ny bonus is sonewhat dependent on it, that we

will go over a trillion dollars in the next two years.
It is worldwi de in scope. It covers probably
160 countries. It involves banks throughout the world.

It involves consuners throughout the world, and we hope
that it has brought innovation to this country and in
fact to the world econony, so let ne go back to this
i ssue of what we are.

W're a joint venture, no question about it.
W' re owned by the nenber banks who issue the cards, and
they are located -- we have a joint venture in the U S.
conposed of U.S. banks.

That joint venture in part owns VI SA
I nternational, which is a worldw de joint venture, and
the U.S. joint venture owns approxi mately | woul d say
today in the nei ghborhood of 45 percent of the worl dw de
ventures, but | don't want to be quoted on that, but it
is a substantial part of the worldw de joint venture.

In 1970 when | had the privilege of joining
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VI SA, and you tal k about luck, not skill, | just happened
to luck out to join a conpany that was involved in a
reverse nmerger, and | was arrogant enough to think that I
coul d becone general counsel at the Bank of Anerica at a
young age, so | applied for the general counsel ship of
BNA when they already had a general counsel, and it
turned out they referred ny resune to this new upstart
conpany, and that's how | wound up at VI SA

It's just luck, as | say. | wound up there at
atime when | was the eighth enployee or the tenth
enpl oyee of VISA. W were all inone little roomtrying
to do business, and as | renenber it then, it's al nost
unbelievable to realize that in those days, everything
was paper.

You go into the merchant and you go zap zap,
and you woul d get a sales draft, and that sal es draft
woul d be sent to the bank, and the bank would actually
mail it to the issuing bank, and an authorization had to
be received.

Wul d you believe the way a bank woul d get an
authorization is using the tel ex systen?

Can you inmagi ne a custoner sitting at the store
waiting for a telex to go to the issuer, and a telex
com ng back, and that's howit was in 1970.

Now t he worl d has changed greatly. VISA has
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changed that today where al nbst 95 percent of the
transactions in the United States are fully electronic
data capture, so paper is gone, and transactions take
pl ace i nstantaneously, and obvi ously everybody has
benefitted fromthat innovation.

What are the drivers of innovation as | see
t henf

Well, of course the first driver and the nost
i mportant driver for us in 1970 in the early days is just
keeping up with the business.

The busi ness was grow ng, and we needed to put
in the infrastructure just to be able, to be able to
support the grow h of the VISA system

The second driver was now that we have an
infrastructure of electronics, we have got to reduce the
cost s.

The costs were going out of sight in terns of
| osses, and we needed to drive those costs down, so that
was the second driver of innovation, and after you get
t hrough those two drivers, and that is a lot of tine
spent just doing those things because we didn't have have
ot of noney to do it with, the next one driver is let's
i ncrease market share.

Believe it or not, that was the third driver in

my view, and how were those drivers segregated?
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Well, first is you want to increase your
exi sting products in existing markets through innovati on.

Secondly, you want to take existing products
and you want to nove theminto new markets. That's your
second issue at |east at VISA, where you | ook.

Thirdly, you want to take new products and nove
theminto existing markets, and fourthly, and last, you
want to have new products in new markets, and each one of
t hem beconmes nore and nore difficult and nore and nore
expensi ve.

Needl ess to say, and I'Il take you just quickly
t hrough sone of the innovations to rem nd you of them we
talked a little bit about existing products and how we
went into existing nmarkets, and we had to change that
product for security purposes, with mag strip, with
securing the mag strip with all of the electronics to
increase the efficiency and to drive that market share up
by making it nore secure and conpeting harder agai nst
our, our conpetitors in the existing markets.

We needed to nove our existing products into
new markets, and so we went into supermarkets, and we
went into health care with our existing products, and in
order to do that, we had to have innovative products,
sof tware systens and pri ci ng.

Thirdly, we needed to devel op the new products
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in existing markets, and so we cane out with debit cards,
on line, off |ine.

We are working on pre-paid cards. There are
new products bei ng devel oped right now which we can talk
about in a few m nutes because I want to spend tine with
you tal king about the future as | see it.

Probably you don't care how | see it, but I
t hought | would do that anyway.

Fourthly, we wanted new products in new
markets, and so we went into Traveler's checks, and we're
going into the pre-paid cards and so forth, and we'l|
tal k about that because that's the |ast phase of the
devel opnent .

Now what does antitrust have to do with
i nnovation in this way that we have been through?

well, first of all, let's talk about VISA
because it's unique.

VISA is unique in the sense it is a joint
venture, and as a joint venture, it is always | ooked upon
as a horizontal group of conpetitors maki ng deci sions,
and well, wait a second, we have got these conpetitors --
t he banks -- who conpete with each other, working on an
i nnovation on working on a product and dealing with how
to doit, and so it is always subject to antitrust

scrutiny.
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Every deci sion, every nove we nake is subject
to antitrust scrutiny, so is that good? |Is that bad? W
will get to that in a nonent, but let me go back over the
hi story of ny career at VISA not with Steve Bonse. There
were | awers before him but he has been in this fight
for many years with me, fortunately for me, but we start
all the way back with when | started in 1971 with our
first antitrust suit, which was the Wrthen case, and we
went to the Justice Departnent for guidance, and we
didn't get any guidance, and what did we wind up with? W
wound up with duality.

Now | was a fighter for duality, anti-duality.
W didn't believe -- we believed | should say that we
shoul d keep systens separate, that we wanted to maxi m ze
i ntersystem conpetition, and we did it at a tinme when we
were the smaller system

This was not an attenpt by a | arger systemto
keep their nenbers out of a smaller system

W were the smaller systemin 1970 by far, and
yet we got no gui dance, and so we were small and we
couldn't afford to fight a najor antitrust suit, and so
what did -- the board after listening to this said throw
in the towel, and we threw in the towel, and within a few
years, duality was ranpant, and we have duality today,

whi ch neans that every bank in this country, alnost every
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bank that issues, issues both VISA and MasterCard owns
both, votes for the directors on both, shares the
i nformati on between the two, and al though we still are
Vi gorous conpetitors -- you probably read in the Journa
how we cane out with STT and MasterCard is doing this.

It's nore of a managenent conpetition, but the
banks are not particularly thrilled spending their noney
seei ng us beat up on each other. | have to admt that,
so there is a different kind of conpetition as a result
of duality.

The second |l awsuit of major consequence was the
Nabanco case, so now we finally get rid of that one. The
next thing we're hit with was a case dealing with our
i nterchange fee, an issue that was very inportant to us
because | believe that wi thout interchange fees, there
could be no float in this system | still believe it.

And in those days, in 1971 when we adopted an
i nterchange fee, there were many | awers, and | renenber
t hem on our board sayi ng you cannot have an i nterchange
fee. It is a per se violation of the antitrust |aws.

Fortunately, our outside counsel said, you
know, this doesn't make commobn sense. How can you have a
per se violation of the antitrust laws when it's
essential to the viability of this joint venture? You'l

-- | think you're going to win that one.
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And | said you think I'mgoing win that one?
Wel |, what's the guarantee?

He said there is no guarantees, so | went to
the board and | said there are no guarantees, and they
said what do you think we should do?

And | said well, you ve two choices. You
cannot have an interchange fee and let's wap this this
up and I'll nove on to ny next job, or we can at | east
fight this battle, and I think we have |ogic, we have
reason, we should win this battle if it ever came up, and
it did cone up.

Fortunately we had outstandi ng counsel. Steve
Bonse was with me on that, and we won that case.

| believe it was an inportant decision. It has
been an inportant decision because so many of the joint
ventures in the banking industry and the financi al
services industry use interchange pricing. It's in the
t el ecommuni cations industry, and as a result, we have
seen the incredi ble expansion of the VISA system but |et
me point out the VISA systemtook the risk.

Had we not been willing to take that risk, we
m ght not or | mght not be sitting here. You would, but
| m ght not.

Let's talk about the third major piece of

l[itigation -- the Dean Wtter case, and we have counsel
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for Dean Wtter sitting in the audience here, so | have
to be very careful what |I'mgoing to say.

|"mjust being facetious. |'mgoing to say
exactly what | want to say.

But in the Dean Wtter case, the only thing I
want to say about Dean Wtter is that we believe that
this again was an i ssue of naxim zing intersystem
conpetition and preserving the best of conpetition
bet ween conpeting organi zati ons.

They would differ with us, and they are
entitled to that difference, but that's not the point I
woul d |i ke to make here today.

What the Dean Wtter case was about was
menbership in VISA -- an issue that plagued us fromthe
day we started in ternms of who was entitled to cone into
VISA. Could we draw a line to credit unions? Could we
draw a line to savings banks? Could we draw a line to
non- banks? Could we draw a line as to special credit
card banks? Were could we draw the |ine?

W drew the line finally because there was too
much risk and | personally could not come to a concl usion
where to draw the line, and we grew and grew and grew.

We drew the line and said we're not going to
take a conpetitor into the organization. That is the

line that needs to be drawn under any circunstance.
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Fortunately, we won it. W lost in the |ower

court.

The risk to VISA in case anybody hadn't read
the lawsuit, according to Dean Wtter was $1 billion in
damages. | will repeat that -- $1 billion

Now | think nost industries would be
di si ncented from doing sonething if they had that kind of
potential liability.

W took that risk, and we won, but | have to,
to say once again, if we had lost it, you would have
sonebody el se testifying here today. That's for sure.

It took courage to do it. It was the right
decision | believe because followi ng Dean Wtter was
Ameri can Express and every ot her conpetitor who had
demanded access into VI SA.

Now what does that, what is the | esson of that
case?

The | esson of that case is it was a rule of
reason case, and what guidance did rule of reason give
us?

W went to Justice. W cane to the FTC for
some help. W got very good, very good understandi ngs of
the problem but at the end of the day, | hate to say it
-- I"'mnot saying this in a nmean way, or |'mjust saying
we didn't get the support of the governnent. It

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N Bk

N N N N NN R P R R R R R R R R
gag A W N P O © 0o N o 0o M W N+, O

1128
basically was VISA, it's your problem face it. You're a
man. Face it.

That's fine. And we faced it, but had we | ost
it, we could have been exposed to incredible damges.

What gui dance does rule of reason give us?
First of all, the judge, a very nice brilliant judge, had
very little antitrust experience, and nost Federal
District Court judges have very little antitrust
experience, so the guidance they give the jury is not
particularly illumnating.

You go to a jury of people who really -- | know
the Constitution protects the plaintiff, and |I understand
that, but you're going to a jury, howin the world are
they to understand the inplications, the economc
i mplications of these things? God only knows.

So when you have a rule of reason case, you're
in the hands, hands of the gods, if |I can put it that
way.

And every time we take an act, and we have, |
agree that probably per se doesn't apply to VISA. It's a
rul e of reason case, and | say what's our percentage of
Wi nning? It's you have got a sure case. |It's what's our
per centage of wi nning? Well, 60/40, 70/30. Go to the
next |awyer, it's, | think it's 30/70.

Soneone has to make a call, and it's the Board
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of Directors that nakes the call, and they turn to ne and
say what's your opinion, and I'msaying hm ny job is at
stake, what should | say? Wat's the right thing for
VI SA? Put all that in the equation, and be truthful, and
tell themas it is, and hope that if it's something
inmportant to VISA that they will take the chall enge, but
again, I want to make the point that every act of VISA
has that potential challenge, and I will tell you now
that we have refused to take decisions which in ny
opi ni on woul d have been consuner welfare.

| can give you one perfect exanple we have
refused to do it because of the risk involved, and it's
wrong, but | could not in good conscience push the board
into that kind of a decision for the fear of rule of
reason case.

That covers the past. Wat about the future?
Well, the future is nmuch nore conplicated than the past.

How do | see the world five to ten years from
now?

| see the world of electronic commerce, a world
in which you as a consuner will be able to shop from
anywhere you want to be.

You will be able to do your banking from
anywhere you want to be, but in order to do this

el ectronic comrerce, the electronic infrastructure needs
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to be put in place at great cost and at great challenge
and at great risk, and one of the risks being the
antitrust risks.

Now what does it nean to have el ectronic
commer ce?

Well, it nmeans being able to use your personal
conmput er from your hone.

It means being able to use any personal
conmput er wherever it's |ocated

It means having a personal digital assistant
with you in your pocket.

It means having an electronic wallet to
transfer funds between you and ot her people.

It means being able to bank with your bank

wi t hout ever having to walk into that branch again, and

frankly, | haven't been in a bank branch -- | hate to
admt this -- | don't think I have been in a branch in
two years. | can't renenber

Who wants to go, when you can go to an ATM you
can use the phone, why would I want to be hassled with
lines? | don't know.

It will be a lot better in the future, but we
need to do a ot of things to get there, so what do we
need?

We need software, lots and | ots of software

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

N N N N NN R P R R R R R R R R
gag A W N P O © 0o N o 0o M W N+, O

1131

that is going to go into the personal computer.

The client, we need service software. W need
t el econmuni cati ons. W need standards. W need
interoperability, and we need an efficient way to create
all of that for privacy, security, and authentication.

Il will tell you that VISA is going to be, if |
have anything to do with it, is going to be on the
| eadi ng edge of this electronic commerce because you
can't have an el ectronic conmerce w thout a paynent
engine. It doesn't work.

So who's going to cone up with this paynent
engi ne? The paynent engine | foresee is a chip card
which will have all your relationships on it, which wll
have digital cash on it, which will store information
which will be usable in PCs, in PDAs, in ATMs, which wll
be used in electronic wallets, which will have
encryption, will provide privacy, security, and
aut henti cati on.

|s there such a chip today? Yes. The power is
there. The price is too high. To put such chip out
today, it probably would run between, and | can't exactly
give you the figure, but I will estimte sonmewhere
between five and ten dollars a chip.

W need to drive that price down. |In order to

drive it down, we need to have cooperation to be able to
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get volunme orders, and we need to do a |lot of research to
make sure that there is interoperability of those chips
with all of the equipnent that will be put in the field,
so you need standards, and probably as you have read,

VI SA and MasterCard have announced standards with respect
to chip deploynent, both for the chip and for the, for
the, for the point of sale device.

We are in the process, and you probably have
heard this, we have a joint venture with M crosoft which
has caused sone consternation anong sone, but we need to
get on with it, and there is a tendency to be afraid of
these joint ventures and especially what are the
i mplications of themnot only legally, but business-w se,
but we need to get on with this, and of course, as | said
before, you need software, you need tel econmunicati ons.
You need hardware, and you're going to need content, so
you need to have joint ventures with content providers.

That's part of what the joint venture will be,
so now what |'m seeing for our future, for VISA s future,
is that we need to make these joint ventures anong joi nt
ventures in a sense.

The VISAis a joint venture. It needs to joint
venture with the likes of a Mcrosoft, the likes, and I'm
not nam ng these because it has any neaning, |'mjust

giving you the likes of an AT&T, the likes of a content
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provider |ike Tinme Warner for entertainnment, the |ikes of
banks for content for banking, hardware manufacturers who
will bring out the termnals at point of sale who wll
work with us to have the standards we need to induce it.

We need to figure out a way where it's a
chi cken/ egg -- how do we get people to nove into
conpl i ance before we have the actual chip cards out
there, or do we need to get the chip cards out there
before we have the term nals, and why woul d soneone want
to invest in chips if there is no place to use them and
why woul d anybody want to have terminals if there are no
chips to be used in thenf

It's the the chicken and egg dilemma that VI SA
faced in 1970.

There are ways to do that, but when we do it,
we're taking big antitrust risks again because we need to
do incentive pricing.

The m nute we tal k about pricing, oh, boy, the
joint venture setting, a price, is this a price fixing
thing? Is it legal, illegal? So we -- Steve and |
haven't even tal ked about it. You're the first to hear
about it, but this is, thisis in the future.

It's something that has ne greatly concerned,
but I will say this, that we need to get on with it. W

need to get there because if we don't do it, the
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standards will be set outside this country.

We're behind. | hate to say this. W are
behind in chip card devel opnent in this country. W are
behind in the depl oynent of chips at point of sale.

We are behind in sone of the in-hone banking
infrastructure. It's already in place in France, in
Eur ope, so we have got to get on with it.

Now what does that nean for us in terns of
antitrust and its, whether it will have an effect on us.

We need predictability. You can help us figure
out a way to give you predictability that we don't have
to risk our neck each and every tine we do sonething that
we and you believe is in the best interests of the
consuner.

Then you have done a great service for this
country. You have al so done a great service for VISA
but I don't want to do it because it's going to be
sonmething that's anticonpetitive. It's sonething that
ought to be encouraged.

Secondly, we have got treble danage liability.
We could cone to you and you could bless us. The Justice
Department coul d bless us and say fantastic, but you have
no control over people or businesses suing us in state
courts.

You have no control over themnoving into
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federal courts, and even worse, |let ne make this point --
if VISAis a joint venture, an international joint
venture, the U S. antitrust laws is just a small piece of
it.

We have to conply with the EU conpetition |aws.
We have to conply with every country's antitrust |aws.
When we do an antitrust conpliance for anything

that we are comng out with, it could take ne nonths.

| nmean you know how long -- it isn't just going
to Steve Bonse. |'ve got a network of antitrust |awers
all over the world, and so U.S. is only a small little

exanpl e because you have to conply with 50 state
antitrust laws, plus the federal antitrust laws. That's
only one little part of the dilemma for VISA

So I"'msaying treble damage liability, just
escalate that to a point that | think is unreasonabl e,
especially if we have conme to the regul ators, they know
about it and they bless it, why should there be treble
damage liability? It makes no sense.

| think that | have probably taken enough of
your time.

Reconmendations -- | don't, | really honestly
haven't thought about that very | ong.

| f someone were to ask ne, | could cone up with

recommendations, but | wouldn't presunme to tell you what
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to do.

| just wanted you to be aware of what's
happeni ng and hope that you will use good judgnent and
make sure that VISA, if it is in other joint ventures, if
they are trying to nake for a nore conpetitive society,
trying to help the U S. econony nove forward in hel ping
consuners have a better way of life, that there is a way
to do it and not, not be challenged or be subject to
undue ri sk.

Thank you very nuch

COW SSI ONER STAREK: Wl |, thank very nuch. It
was fascinating testinony. W appreciate your com ng
today and sharing it with us.

| think Conm ssioner Varney has a question.

COW SSI ONER VARNEY: Thanks. First of all, |
apol ogi ze for being up and down. | was not able to clear
nmy calendar. | have to keep going out and taking a
couple of calls, but I found both your presentations very
i nteresting.

| f only seven out of ten people have VISA s
it'"s not ny fault. | have plenty in nmy household. |
want to assure you it's not ny fault.

| may have missed this in your remarks, so
pl ease forgive ne if | did, but as | was tal king on the

phone, | was also -- these are internally tel evised, so |
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was able to try and keep one eye on them
It seens to ne that you were really advocating

interoperability of the systens and standard setting as

proconpetitive, which | tend to agree with, but -- and |
may have a further m sunderstanding here -- your current
relationship with Mcrosoft, | thought you were engaged

i n devel oping proprietary systens, you and M crosoft.

It is not proprietary?

MR KATZ: No.

COW SSI ONER VARNEY: Didn't MasterCard pul
out and the whole thing fell apart?

MR. KATZ: You know, | hates to wash dirty
| aundry in public.

COW SSI ONER VARNEY: That's okay. |It's been
in the paper.

MR. KATZ: Well, the true story hasn't been.

COW SSI ONER VARNEY: Onh, good. | want the
true story.

MR. KATZ: You're talking to Liz Smth right
now

But the truth is that, and I won't, |'m not
going to tal k about MasterCard. They can say anything
they want. |'mnot going to say anything negative about
them |'mjust going to tell you factually what the deal

is with Mcrosoft. You can judge for yourself.

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

N N NN NN R P R R R R R R R R
gag A W N P O © 0o N o 0o M W N+, O

1138

Am | under oath? No! But you have ny word |I'm
telling you the truth.

COW SSI ONER VARNEY:  Thank you.

MR KATZ: The truth is that there are two
parts of it. That has been confusion.

Wth Mcrosoft, we had an agreenent to cone out
wi th an open standard that there would be nothing
proprietary in the standard.

The standard woul d be rmade avail abl e to anybody
that wanted it. As a matter of fact, if you know how to
use a browser, and you wanted to go to the VISA site, you
can downl oad that standard right here today and bring it
on your desk, so if it's proprietary, why would I put it
out on a browser?

Now anybody, and | say that anybody can code,
decode, to that, to that standard.

What the confusion is is that once you have a
standard, you can devel op proprietary software to neet
that standard. It has to be interoperable. Qherwise it
doesn't work, but you can have a snoot her worKking
software, you can have a nore efficient working software,
you can have a cheaper worki ng software.

You can put bells and whistles on your software
as long as it neets the mnimum standard of

interoperability, and what's being confused here is that
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yes, Mcrosoft has devel oped software, and it is
proprietary to Mcrosoft.

| can't ask Mcrosoft to spend mllions of
dol l ars, which they have, and then turn it over to their
conpetitors. | nean Netscape wouldn't do it. M crosoft
is not going to do it, but what we have agreed, and
wi t hout any question, is that the standard that we're
advocati ng and have adopted with Mcrosoft is totally
open to the public so without any issue on that point --
none.

Anything to the contrary that you read is not
true.

That's all | can say on that point.

COW SSI ONER VARNEY:  Ckay.

COW SSI ONER STAREK: | would like to explore
your feelings on the duality issue.

Do you think that innovation in your industry
woul d have been different if you and say MasterCard had
separ at e nmenber shi ps?

MR KATZ: |'mnot, I'"'mnot sure it would have
been quite different, but it would have been a | ot
faster.

One of the things that duality creates is that
because the bank is in both, they don't want to have to

conply with two different systens at different points
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because they, if they're going to do a software change to
conply, they want to do it one time, so what slows you
down is that the bank sl ows you down to nake sure that at
the tinme that they do the change, they do it for both
VI SA and MasterCard, and if VISA is going to nake that
change, they have cost saved. Well, shouldn't that
change be nade avail able to MasterCard because after all,
we issue both cards.

Wiy do | want to enhance VI SA agai nst
MasterCard? Do | want to raise my costs to ny
Mast er Car d?

So you wind up with the -- it may not change
t he, what we do, but | think it has a sl owdown effect,
and | really haven't thought about what differences woul d
have happened as a result.

|"mnot sure they would have, but | really
don't know the answer to that.

It could. It could have, but ny biggest
problemright nowis the sl owmdown we see, perfect exanple
is STT. If you want one, there you are, and if you think
that is the STT context, MasterCard is trying to slow
this process down because they are so far behind, and do
you know what's going to happen? | wll predict it for
you.

| hate to even adnmit this, but the banks are
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going to insist there be one standard because they are
not going to deploy two different pieces of software in
t heir bank, so even though we're out there in front ready
to go, it isn't going to go until MasterCard says we're
ready to go. You're forced to the table because of it.

If we didn't have in the bank and we had our
group and they had their group, we -- this thing would be
out there already.

COW SSI ONER STAREK:  Aren't they within it?

MR. KATZ: They're with Netscape and -- they're
wi th Netscape and I BM but nothing can get done because -
- until this convergence because of duality, the banks
aren't willing to allowus to go forward with this
devel opnent because they say it will cost us twi ce. Wy
would | want to have two different securities? Let's
have a conmon security.

COW SSI ONER STAREK: One other thing -- in
your prepared witten remarks, you allude to the fact
that we need to be a little bit nore forward thinking I
guess in determ ning how to judge joint ventures, and |
wondered i f you had any specific thoughts, in other
wor ds, you know, you made it clear that you think treble
damages is, you know, is certainly a deterrent to
engaging in certain kinds of joint ventures, but |

wondered i f you thought there was any way in the way they
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are they | ooked at by enforcenent agencies and by the
courts that needs to be rethought?

I n other words, should a market power screen be
adopted, or is there sone specifics about the rule of
reason analysis that, that is causing the heartburn here.

MR. KATZ: Well, if market power is as clean as
| would |ike, maybe that woul d be good for a screen, but
|"ve tried to understand market power for a |lot of years,
and certainly when you are in one |line of business and
you're trying to get into new areas of business, what
does the market do? |If you look at the traditional -- so
no one even can tell you what -- | know that in the Dean
Wtter case, Dean Wtter had one view of narket power. W
had a different view of narket power.

| don't know what was happening at Dean Wtter,
whet her they had a divergence of views of how to even
defi ne market power there.

| know that we had di vergence of views of
trying to figure out market power.

| think we had it right, and the court agreed,
but I think you need to give it sonme guidelines. | think
you need to give the court some guidelines.

These are inexperienced people. | nean they
are wonderful. The judges are wonderful. M experience

has been they have been honest, trying hard to figure
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this out, but they don't have a clue about what's going
on.

They maybe get an antitrust case once every
four or five years, sonme of them or once every three
years, and it isn't exactly this.

They cite cases from 1890. | nean we' ve got
Topco to deal with, and what does that nmean? And | could
tell you a lot of things how |l feel about the antitrust
laws, but | don't think you want ny personal views here
at this tinme, but I think what 1'm asking for is that you
have the experti se.

Thi s organi zation, the Justice Departnent, if
there are any people who are brilliant, know this field,
it should be right here, and | believe it is here.

| have tal ked to people on the staff here, and
this is a wonderful staff you have. You're very | ucky,
but what needs to happen is take that expertise and give
t he gui dance to the courts. Make themclear on what this
all means.

Maybe you can't figure it out. That's
possible. But if you can, | think clarity breeds
predictability, which leads to I shouldn't do this, or
should do this. Once the decision, | should do this, and
we ought to all be comng fromthe sane rul ebook.

You know, it's like golf. If you've got the
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rul es, you know how to pl ay.
| just, | just would |ike to know what the

rul es of the gane are.

| can't -- be honest with you, | can't figure
it out. I've been doing this -- I'"mnot an expert in
antitrust, but | have been playing that -- | shouldn't

say ganme, but | have been playing in this field for 25
years, of antitrust, and | still can't figure it out, and
| try the best | can.

| think I have sone people who thank God
represent us who are experts in it, but when | listen to
them even they, two of the nost brilliant antitrust
| awyers | know sit in the roomand they debate with
t hensel ves as to what it should be, and |I'm sayi ng now
wait a second. This is not right.

There shoul d be enough clarity anong the
experts.

That's all |'m saying.

COW SSI ONER STAREK:  Thank you. Questions?

M5. VALENTINE: | guess | would just follow up
on Conmi ssioner Starek's question, which is thank you
very much for attributing us with substantial powers, but
you really do have sone of the best attorneys hel ping
you, and in terns of thoughts about where one should go

and rationalizing joint venture law, if do you have any

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N Bk

N N N N NN R P R R R R R R R R
gag A W N P O © 0o N o 0o M W N+, O

1145
suggesti on about either market power screens,
regi stration under NCRA, NCRPA, if that should change, if
you -- | would be interested even if you have issues with
the foreign participant aspect of the NCRA since you have
indicated you're an international joint venture, so any
t hought s woul d be appreci at ed.

MR. KATZ: And | mght point out that as you
know, you can't go retroactively in that statute for sone
weird reason. | can't figure that out, but that's -- |
know, | didn't draft it and I haven't figured out why it
isn'"t retroactive.

For a conpany that was forned in 1970, you
can't even file, so | don't understand that, but | eaving
asi de sonme of these, and | frankly can't even figure out
what the statute neans. |'ve tried toread it. 1've
asked ny counsel, and they can't figure it out, what it
nmeans, sonetinmes, so that even that statute needs sone
clarity, but | can say that, you know, if | point to, for
exanple, the EU nmarket, | just know one thing about it.

There are bad parts of it, bad parts to the

antitrust laws in the EU, but there are sone very good

parts.

| know one thing, that when I file ny docunents
before the Conm ssion, | have no liability. | mean |I'm
pr ot ect ed.
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Now t he bad part is | think the Conmm ssion

personal |y has, has too nuch power. They don't have

enough -- there isn't a -- the screenis a little scary,
but at |east one thing is for sure -- when | file, when
regi ster ny bylaws and ny articles, I'mfree of danage
liability.

Now if a -- nowthey are free to investigate.

They are free to tell nme you can't do this, but once it's
before them | amfree of liability.

| want to disclose everything. As a matter of
practice, VISA has been, |I'Il predict we have been the
nost open organi zation with the Justice Departnent nmaybe
in the history of the Justice Departnment because of one
reason.

|"mfearful by the structure -- we have had
nore neetings with the Justice Departnment from 1970 al
the way through on. Everything we do, we have tal ked to
the Justice Departnent, but it doesn't give nme any
confort.

They Il ook at it, but they -- there is no
confort level, so naybe there is sonmething we can talk
about in terns of a way where if you file something, and
it isn'"t challenged within a certain period of tinme, that
you at least are free of treble danage liability --

somet hi ng.
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M5. DE SANTI: | would like to follow up on
this.

A lot of your testinony was resonating. There
was a period of time when | was in private practice, and
one of the cases | worked on involved a joint venture
that had gotten a business review letter fromthe Justice
Departnent blessing it, and then there was a subsequent
private suit with a Federal District Court judge denying
sumary judgnent and citing cases from 1928 and 1930 --
very brilliant judge, and the suit was settled rather
than pursue it farther because, precisely because of the
types of issues that you're tal king about, so |I know that
certainly your experience is not unique.

| f you do pursue this farther, and | would very
much like to request if you have real suggestions you
would |ike to put forward for consideration, we would
very much like to get that on the record.

When you think about those issues, could you
al so t hink about how, how, you know, if you file for, and
in the sense that you were just tal king about, that there
is an exenption that is, is issued in sone sense, a
certain period of tinme goes by and the antitrust agency
doesn't chall enge the proposal, is there any way to take
care of changi ng circunstances down the road?

|s there, you know -- and | don't know actually
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know how the EU does it. | know that's an issue that has
been raised fromtine to tinme when there have been
di scussion about this type of approach, but we would very
much |ike to get --

MR. KATZ: Can | nake one slight conmment on

t hat ?

M5. DE SANTI: Pl ease do.

MR. KATZ: [|I'mnot an expert on antitrust --
peri od.

| just, | just amsubject to it all over the

pl ace, but in the EU, the changing circunstances, the
burden is on the Commission, and it's also the way it
wor ks practically speaking.

| f someone is injured, and feels injured, they
make the conplaint to the Comm ssion, that's where they
go, and so that raises the level to the Comm ssion of |
better | ook at this, and you get a confort letter.

Ceneral |y speaking, they have so many
regi stered or file exenptions, they don't have tine to
get it, so what it does in effect is give us the confort
until they cone in and chall enge you, you don't have this
-- you're open about it. Anybody can see it, you know,
on the Comm ssion, and anybody can challenge it, but if
it sits there until a conplaint is nade, or the

Commi ssion takes it on their own because they hear about
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sonmet hing and they want to challenge it, you' re a safe
har bor .

M5. DE SANTI: Could | ask you, you said you
had an exanpl e of when VI SA had decided not to go in a
particul ar direction because of the fear of a rule of
reason case, and you believed that it would have been
pro- consuner wel fare.

Coul d you give us that exanple?

MR. KATZ: There are many, but the one that
popped in ny head at that noment was this, this is so
sinpl e, you would say oh, conme on, this doesn't make any
sense.

It doesn't, and that is let's say we have a
nmer chant who is, who is creating fraud, or there are lots
of |l osses. He has very bad shoddy nerchandi se, and we --
but he has a bank that's willing to sign that, sign that
mer chant, but that merchant is creating | osses for
consuners, doing, doing things that we don't think the
consuner should be subject to that, and we want to
term nate that nerchant.

Now we, early on, we wanted to just set up a
policy that says that if VISA reviewed it and found
| osses to be excessive, we should just be able to
term nate that, but the fear, of course, was quote,

unquot e, group boycott.
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This is a joint venture. The banks as a group
have said we won't | et anybody deal with that particul ar
mer chant and so we didn't deploy for a long tine.

Now we have put in some procedures, new
procedures, but for a long tine, we just sat because of
the fear of this, we sat back and didn't protect the
consuner agai nst those nerchants that | wanted to
term nate, that the board wanted to term nate, but it was
fearful of a group boycott concept, per se violation.

Under the rule of reason, do you have the right
procedures? How do you do it? Wiat -- you know, it just
got to be such a nmess that we passed on it at that tine.

M5. DE SANTI: Thank you.

COW SSI ONER STAREK: Wl |, thank you very
much.

| think our reporter has been extraordinarily
patient, and | think we need to give her a short break so
she can change the paper, et cetera.

| woul d propose that we reconvene in about five
or six mnutes.

Is that all right with everybody? And hear
fromthe remai nder of our panel this norning.

MR. KATZ: Well, thank you very much. |'m
sorry | get so excited, but --

COW SSI ONER STAREK:  Terrific. | really
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appreciate it.

(A recess was taken.)

COW SSI ONER STAREK: Okay. | think we're
ready to reconvene here.

Qur next witness is Sanuel MlIler. M. Mller
joined the law firm of Folger & Levin January of 1995,
and during 1994, M. MIller served as the special trial
counsel in the Antitrust Division of the Departnent of
Justi ce.

He was the | ead counsel in the M crosoft
i nvestigation and prosecution, which concluded with
filing of a consent decree on July 15th, 1994.

He has al so served on the Antitrust Division's
Intell ectual Property Task force.

M. MIller has witten, |ectured extensively on
anong ot her things, ethical issues for attorneys,
attorney-client privilege, and federal civil procedure.

In addition, he is an active nenber of the ABA
litigation section, currently the Chairman of the
Antitrust Litigation Commttee, and he previously served
as Chair of the Consuner Rights Litigation Comrittee, so
M. MIller, thank you for com ng, and we | ook forward to
your thoughts.

MR. MLLER  Thank you, and | appreciate the

opportunity to be here.
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Wen | was at the Departnent of Justice, |
focused on nonopoli zi ng conduct of a single firm but
today what | want to address is collaborative activity in
particular in the conputer industry.

It's now estimated that 30 percent of Anerican
househol ds have personal conputers, and in the | ast
several years, the focus has shifted from stand-al one
desktop conputing to connecting conputers. The expl osion
of the Internet in the last two years reflects this
t rend.

Because of this, the need and inportance of
i nteroperability has becone even nore essential, and I
define interoperability as the ability of hardware or
sof tware manufactured by one conpany to communi cate with
or work conpatibly with products of conpeting or
conpl ementary suppliers.

| nteroperability between products enhances
consuner choice, lowers prices, and pronotes innovation.

Col | aboration today you see anong all Kkinds of
conput er manufacturers to achieve -- Plug and Play is one
exanpl e of this.

So in today's environnment, antitrust policy
shoul d pronote rather than hinder efforts to achieve
i nteroperability.

I nteroperability in the conputer industry is
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not generally achi eved through either governnent standard
setting or even industry-wi de formal standard setting
bodi es.

Rather it is nost often achieved through ad hoc
vol untary coalitions which get together to set
conpatibility standards or information -- I'msorry --
interface definitions.

More formal efforts to set standards are just
too slow. Where product life cycles are sonetines as
little as six nonths and oftentines are twelve nonths to
ei ghteen nonths, the benefits of conpatibility standards
in the conputer industry have been recogni zed by
comment at or and professor David Teece, who you will hear
from and | quote himin ny paper.

One paradox of antitrust law is that a dom nant
firmwhich can nuscle or coerce an industry toward its de
facto proprietary standard faces |less antitrust risk than
a col |l aborative effort by snaller conpetitors to agree on
a standard, and the particular irony of this situation
today is that nost often, the alliances and consortia
whi ch have been forned in the conputer industry have been
by those conpanies with smaller market share in order to
conpete against a domnant firmthat's pushing its own de
facto standard.

Now t he adoption of conpatibility standards is
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particularly inportant in the initial stages of a new
product introduction, and there are nunerous benefits to
i nteroperability.

As | said, price conpetition is enhanced when
conpeti ng manuf acturers can supply substitutabl e product.

The conpatibility of system conponents takes
sound cards or graphic cards that facilitates the entry
of new conpetitors and reduces the risk of |lock-in, and
t he acceptance of standards al so encourages the creation
of conplenmentary products and is inportant in gaining the
benefits of network externalities.

Go back ten years and think about the PC
i ndustry.

| suggest that it was not so much the
i ntroduction of the IBM PC that caused the expl osion of
the industry that we see today.

Rather | think it was the acceptance of a
standard of IBM conpatibility in hardware and software
t hat enabl ed hundreds of conpanies to get into the
mar ket, lots of new entrants that pushed innovation,
i ncreased price perfornmance ratios, and | owered pri ces,
and that's what led to benefits to the consuners in terns
of the PCs that we have today.

That was done by having standards that could --

that were open so that nmany manufacturers could neet the

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

N N N N NN R P R R R R R R R R
gag A W N P O © 00 N o 0o M W N+, O

1155
standard and conpete in the inplenmentation of the
standard as opposed to havi ng one conpany try to inpose a
proprietary standard.

Now t he adoption of a standard increases the
install ed base with respect to an energi ng technol ogy,
and that creates greater incentives to produce products
whi ch neet or conplenent the standard, and a
col | aborative standard for new technol ogy needs actually
to achieve a critical mass of conpanies that support it
before, before it's worth supporting, and we have
exanpl es that we're watching today, one of which is what
M. Katz tal ked about is the protocols for secure
transacti ons over the Internet, and you have two nmjor
canps fighting about what standard is going to be the one
that is accepted.

Anot her exanple is with respect to the emerging
deskt op vi deoconferenci ng technol ogy, and another is the,
the issue of what format woul d be accepted for the new
di gital CDs.

Anot her is nodem conpatibility, which becones
i ncreasingly inportant for the new generation of nodens
so that consuner users can send and receive sound
pi ctures and video as well as text, so the only way to
achi eve those standards quickly is through a

col | aboration of conpetitors who can settle on open, an
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open conpati bl e standard.

Even -- and you read in the trade magazi nes
such as PC Week, you read about industry coalitions which
are fornmed on just about every issue, and | cite again
sonme of those in ny paper.

Now | think Commi ssioner Varney in speeches
this year has recogni zed that actually new product
i ntroduction can be slowed when there is a battle of
standards, and I will quote her as saying nany consumers
experienced hesitation and rel uctance when Beta vi deo
cassette recorders conpeted with VHS, when eight track
battl ed for market share with cassette tapes, or when
vinyl gave way to conpact disks, so with respect to the
exanples | nentioned, we nay be in that phase today.

The Conmm ssion, conm ssioners recently
recogni zed the proconpetitive benefits of standard
setting because it gives consuners a baseline to conpare
increasingly conplex itens and all ows conpetitors to
produce conpati bl e goods, but there are anticonpetitive
potentials in standard setting.

For exanple, when -- and again |I'm quoting
Commi ssion Varney in a speech this year where she said
faced with conpetition froman energi ng technol ogy, the
hol ders of ol der technol ogy coul d use the standard

setting process to deter entry or raise the cost of entry
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of new t echnol ogy.

A review of the case | aw on standard setting |
think reflects situations where existing conpani es have
tried to slow or retard the introduction of new
technol ogy, but | woul d suggest that with respect to
col | aborative efforts today to get out new technol ogy,
that the antitrust |aws should be interpreted and defi ned
to pronote that effort, and not to deter it.

G ven the rapid pace of technol ogi cal change,
the opportunity for a standard setting effort to retard
i nnovation or inproperly exclude market participants is
probably not substantial where firns are coll aborating to
establish a conmon platformor interface through which
di fferent suppliers of new products can operate in
har nony.

This is because the strongest notivation is to
agree on a standard so all the conpetitors can start
sel |l i ng.

|f the standard isn't there, then nobody can
sell, and that's different than situations where existing
conpetitors are trying to exclude a new technol ogy.

| think that was the case in cases such as

Al lied Tube or Hydrolevel or even in the Sessions Tank

case.

Now as | said, there is an irony because the
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dom nant firmw th market power doesn't need to get
together with horizontal conpetitors to establish a
st andar d.

It can try to hijack, well, it can try to shove
t he standard down everyone's throat, so |I think although
sonme regul ators have rai sed concern about the, the
dangers of some conpany, quote, hijacking the standard
setting process, I'mnot sure at least in the conputer
i ndustry with respect to new technologies that that's a
significant risk, and the reason is that any firmthat's
power ful enough to hijack the standard setting process
doesn't need to collaborate in the first place, so the
firms that need to coll aborate are the ones to do so
because they don't have the market clout to do it on
their owmn, and that's why | don't think that generally,
there is significant antitrust risk in the collaborations
and consortia that you read about every day.

Now econom sts and nmaybe sone | awers have
debat ed about whether current antitrust policies prohibit
col | aborative activity in high technol ogy nmarkets, but
the fact is that every day when you read the paper, you
see that these coalitions are formng, and so | woul d say
based on ny unscientific observation, antitrust
enforcenent policy is probably not a significant

deterrent to collaborative activity with respect to
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conpatibility standards or specifications.

However, it probably slows the process by
requiring nore el aborate procedures and naybe
overly-broad participation rights.

No i ndustry participant wants to be enbroil ed
in costly and tine-consumng litigation because it
participated in a collaborative standard setting process
whi ch a di sfavored conpetitor tries to characterize as
illegal, a group boycott or a refusal to deal, and I
cited the Addamax case as a current exanple.

Now t here the court correctly refused to apply
per se rules, but it also denied sunmary judgnent and
said this is a rule of reason case which nowis going to
expose the participants to a very tine-consunm ng and
costly battle, so what can the Comm ssion do to pronote
interoperability, and I do have sone specific concrete
suggesti ons.

One, | think it should continue to enphasize in
publ i ¢ pronouncenents both by i ndividual comm ssioners
and by the Conmmi ssion as a whole that legitinate
col | aborative efforts to set conpatability standards for
new t echnol ogi es are proconpetitive and shoul d be
val i dated under the rule of reason.

Second -- and naybe one way to do this is to

| ook at the 25-year old advisory opinion issued by the
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Commi ssion in 1971 on the legality of proposed standard
certification prograns.

| have, | did -- in doing a LEXI S search, that
| didn't find that overruled or even cited very much, but
when you go back and ook at what's in it, at |east |
respectfully submt that a nunber of the guidelines are
outdated, are inconsistent with current case |aw and/or
econonmic thinking, and | cite Cuideline 4.

It says construction or specification standards
shoul d not be used except in exceptional circunstances
and never when performance standards coul d be devel oped.

That | believe is inconsistent with technical
realities today, and certainly conputer industry
practice, and | would hate to have that cited in a, in a
case, so | suggest that the Comm ssion review that old
advi sory opi ni on and perhaps change its guidelines.

Qui deline 9 requires due process, including
timely hearings.

| think that requirenment, if it was a
requirenent, | think it has been overruled by the
Nort hwest Whol esal er Stationers case.

Quideline 11 calls for the validation of any
standard by i ndependent bodies, and although M. GCellhorn
or Professor CGellhorn is going to address that, | don't

think that has flexibility to ad hoc coalitions of
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i ndustry participants who want to get their product out
in the market, so that's one specific way the Conm ssion
could take action to help this process and help the
enmergence of new technol ogi es.

On the other hand, | think the Comm ssion
shoul d continue to be vigilant to prevent abuse by a
dom nant firmw th market power of a proprietary
interface standard, and | note that in the recent
proposed Silicon G aphics consent decree, which is still
pendi ng before the Commi ssion, there is a requirenent in
t he consent decree that SE@ nmaintain an open architecture
and publish its application programm ng interfaces, and
t he Comm ssion noted that the purpose of the open
architecture requirenent was to permt other independent
sof tware devel opers to continue to wite for the SA
pl at f or m

I n assessing the proconpetitive or
anticonpetitive inpact of standards, the Comm ssion m ght
simlarly exam ne whether interface specifications are
open and publicly avail abl e.

Fourth, in appropriate circunstances, the
Commi ssi on coul d encourage Congress and the Executive
Branch to pronote interoperability in |egislation and
federal governnent purchasing deci sions.

For exanple, during the debate on
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t el ecommuni cations reform there were |egislative
provi sions which required interoperability, so the
Commi ssion could continue to, to nonitor |egislative
activity and | ook for opportunities to, to express its
views on the proconpetitive benefits of interoperability.

This al so might have flexibility in ternms of
t he federal government's own purchasi ng deci sions since
as | understand it, the federal governnent purchases nore
conmputers than any other custoner in the world.

Finally, the Conm ssion m ght consider
decl aring that collaborations to support interface
specifications or conpatibility standards fall wthin the
protections of the National Cooperative Research and
Producti on Act.

It's questionabl e whether or not such a
col I aboration would or would not fall within the literal
| anguage of the Act, but it certainly is consistent with
the spirit of the act and the Congressional findings
whi ch pronpted the | egislative changes in 1993, and that,
of course, would have the benefit of reducing the
exposure to the conpanies involved fromtreble danages to
si ngl e damages.

So those are ny suggestions. | hope this is
hel pful .

COW SSI ONER STAREK:  Well, | can assure you it
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is very hel pful.

| appreciate your specific suggestions. They
are quite interesting.

| mght add that until | read your testinony, I
had never heard of the advisory opinion on the legality
of the proposed standard certification program

M5. DE SANTI: | think you were not alone in
t hat, Conm ssioner Starek.

Many of us had never heard of it before.

COW SSI ONER STAREK: | think before we get
into questions, we ought to hear from Professor Gell horn,
and then we can cross-exani ne you together.

Ernest Cellhorn is the George Mason University
Foundati on Professor of Law.

He has over the years taught at Duke
University, University of Virginia, served as the Dean of
Arizona State University, Case Western university, and
the University of Washi ngton

On a coupl e of occasions during his
di stingui shed career, Professor Cellhorn engaged in
private practice of lawwith the firmof Jones, Day,
Reavi s & Pogue, and while at Jones Day, he was the
regi onal nmanagi ng partner of the Washington, D.C. and the
Los Angel es offi ce.

Prof essor Gell horn is the author of
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approximately 75 articles and four books on antitrust and
adm ni strative | aw.

He is the co-author of the Supreme Court
Economi ¢ Review, and he is a fornmer Chairman of the
Anmerican Bar Association Section on Adm nistrative Law
and Regul atory Practi ce.

Thank you for com ng, Professor GCell horn.

PROFESSOR GELLHORN:  Thank you very much
Commi ssioner Starek, and |I'mvery pleased to be here.

| am struck by the focus on innovation in this
1920's ornate building. | think it's a nost appropriate
setting to consider it.

| also want to congratul ate the Conm ssion on
t hese hearings and to | ook at this issue, and want to
express ny appreciation to Todd MIler of the firm of
Baker & MIler for his assistance in preparing these
remarks as well as for conversations | had with Susan De
Santi who probed and pressed ne to think about sone
i ssues nore carefully.

| want to | ook at two questions really
together. Both involve shared activities, joint
ventures, and standard setting, because | think they
share a | ot of common points.

They both can be used for very useful

beneficial proconpetitive events and they can al so be

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N Bk

N N N N NN R P R R R R R R R R
gag A W N P O © 0o N oo 0o~ W N+, O

1165
covers to price fixing, cartelization, exclusionary
practices.

They both are addressed | think very
i nconsistently and generally very badly in the |aw

Joint ventures predom nantly have been vi ewed
as an issue of characterization primarily because the
Suprene Court started out on a bad path and hasn't been
able to deviate fromit.

I f you |l ook at the Tinken, Sealy, Topco cases,

t hey | ooked at essentially what were partial integrations
to serve new custoners, and treated them assunably as

mar ket al |l ocations or price fixing, and it has been very
hard to get away fromthem so litigators constantly are
trying to push it into the per se category or get it out

i nstead of thinking what are the conpetitive effects of
this particular activity?

Whereas in standard setting, it's really quite
different. There in essence we have put a blind eye and
haven't |ooked at it very carefully except to say if they
really are egregious, we will put themin the boycott
category and perhaps consider themtoo stringently, but
in fact they have been saved by rul es of damage, danages
or antitrust causation with the Sessions case because in
virtually every standard setting case of any

significance, governnent's the nmjor purchaser, and if
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government is the nmajor purchaser, then it is very
difficult to, for any party to showinjury as a result of
the standard setting arrangenent.

The Sessions case broadly read, and
Noerr-Pennington are in unity to the point at which it
seens to ne is a limted potential private damge cases,
so that what we have here is sort of an odd m x of on the
one hand the antitrust rules discouraging joint venture
activity that could be highly beneficial by inposing the
wrong standards, and rules in standard setting activity,
particularly when it's | ooking at independent bodi es who
engage in restrictive standards.

That's quite different if you' re not talking
about restrictive standards.

It has not given enough attention to an area in
which | think the then Professor Bork wote about it at
length in Chapter 18 of his book on the antitrust paradox
-- predation by government processes.

Well, let me tal k about both of themjust
briefly by two exanples that | think nmake ny point
per haps nore clearly.

They both involve situations in which not too
recently, | was involved in giving sone advice to
potential clients, and | will use themreally as

hypot heti cal s.
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The first involved a situation in which a
distributor, let's say in the State of Chio, was invol ved
in the followi ng market -- distributor of w dgets.

The two domi nant distributors in the state were
| ocated in Col unbus, Chio, had about 90 percent of the
market, but there were several other smaller distributors
either in Ceveland or in Cncinnati, and two of them
cane to nme and said what we would like to do is offer an
alternative to the two naj or ones.

What we want to do is distribute the product --
agree on the price we will set, distribute it statew de
under a marketing program

It's a regulated industry, so they were limted
within the state. Made it a |lot sinpler.

And ny response to themwas in the way they
described it to ne, give ne the size of your risk because
you're describing a per se violation that's a crim nal
| aw violation. You can't do it.

And so we westled with it for a while. Well,
if you |l ook at the case law, this was either price
fixing, or if we noved away fromprice, this appeared to
be sonething subject to the Maricopa County rul es
requiring integration and risk sharing, but these two
smal | distributors did not want to integrate at all.

What they wanted to do was offer a supplier
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statewi de distribution with a joint marketing program
where one woul d take the northern half of the state, the
one |located in Ceveland, and the other would take the
sout hern half of the state.

Under existing |egal standards, it really was
very hard to figure out how they could do it.

Now we still cane up with a proposal that they
coul d acconplish this by building a file that but for
their getting together, they couldn't enter the market,
that this was a necessary condition in order to enter the
mar ket to hel p deconcentrate it and intensify
conpetition.

The second thing we drafted into their
arrangenent was that there would be a termlimt on the
agr eenent .

This isn't going to work for the VI SA-type
operation because if they term nated after ten years,
you' ve got a lot of problens in terns of planning and
i nvestment, etc.

Distribution arrangenent is a little easier
t han t he production arrangenent.

The third thing we put into the agreenent is
prior to the ten years -- | asked the conpani es how | ong
do you think it would take for you to get the 35 percent

of the market?
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We figured it would take at | east three years
and probably five, so we thought in order to encourage
their investnent, we would put into the agreenent that
after the first five years, either one of themcould
term nate upon a showing that in the prior year, they had
at | east 30 percent of the nmarket, and in other words, an
effort to show that we have put together the two
entities, though not integrated them wth sone
sensitivity to antitrust concerns.

Nonet hel ess, | had to advise themthat I
t hought it was a tremendous risk because under the
exi sting case | aw and gui delines, we don't neet either
t he characterization standards of Tinko -- Tinken --
excuse ne -- Topco and Sealy on the one hand, or the
integration, risk sharing of Maricopa, and it seenms to ne
that that's an undesirable effect.

The second one | would point to is a sort of an

add-on to what occurred in Allied Tubes to tal k about

standard setting, and I think it is a very common
process. Standard setting governs nost major purchases
by large entities, particularly the governnent.

Take a | ook at al nost all highway construction,
bui l di ng construction, et cetera, and the illustration
woul d be the use of plastic coated electric wiring, which

has been kept out of markets for nmany years with the
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famous situation in Chicago between the trade unions and
the building codes that are primarily by private
entities.

Under consensus standard setting procedures and
t hen adopted by governnent, they were able to keep out
pl astic coated electric wiring, and instead what we had
was steel conduit wring.

The ot her place where this is done is private
fire protection associations, National Fire Protection
Associ ation or the Western Fire Protection Associ ati on.

You will also get this frequently in regions
where there are a | ot of standard setting organizations,
and what happens is conpetitors participate in the
process primarily because they have the information, and
codes are witten to govern existing technology and to
keep out new technol ogy, and what happens then al ong the
way is that the consensus standard becones the basis by
whi ch they are kept out because under npbst consensus
standards, take, for exanple, the American Society of
Testing and Materials -- they provide for bal anced
commttees that review standards before they go through
subcommi ttee to a committee to the main conmittee to the
full assenbly.

There is no requirenent that anybody who

partici pate be knowl edgeabl e on the subject. They have
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got to be held, but the cormittees are bal anced so that
t hey include the industry, academ cs, government, and
out si ders.

No one group can have nore than 49 percent and
i ndustry cannot have nore than 49 percent, but under
traditional consensus procedures, one third plus one can
bl ock it, and what happens, if you ook at primarily the
pl astics industry and hi ghway construction, building
construction, it has struggled to get into the market |
woul d argue primarily because of standards.

The State of New York, for exanple, in 1989,
made the decision to allow plastic pipe into highways,
and the market penetration went from1l to 25 percent over
a three-year period.

The State of California permts it, but
Sout hern California, which is governed by what is called
the G een Book construction standards, which is primarily
adopted by industry, not industry, by governnent nenbers
who participate in a private standard setting group,
listen to industry guidance, had refused until very
recently to adopt, and so in essence the market
penetration was 1 or 2 percent.

The difficulty here in the standard setting
area is we have not articulated a careful standard as to

what constitutes a technical basis, what kind of evidence
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i S necessary.

If there is a dispute in the industry, as
inevitably there is in alnost every new product, you can
find credi ble grounds for denying the standard, and to
the extent to which you permt interested parties to
participate, the results are not hard to predict, and |I'm
not suggesting here that people even have to get
t oget her.

They don't have to get together to nmake these
deci sions, and what has happened is we don't | ook at them

wi th any care because particularly as the A lied Tube

case has been interpreted by the 9th Crcuit in the
Sessi ons case, what happens is if the standard is adopted
by a governnent, governnental body, and that governnental
body is either a major purchaser or is followed by others
in ternms of the decision they make on what to purchase or
not to purchase, the result is that the conclusion is
drawn or the inference is drawn that the damages are
caused by the governnment's decision not -- to adopt the
standard, not because private parties followit.

| think that's a m sreadi ng of
Noer r - Penni ngt on, because Noerr-Pennington, if you go
back to the facts, involved a situation where the private
parties petitioned the governnent to take particul ar

action to exclude in that case the trucker, the truckers
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fromthe benefits of a particular regulatory schene, and
protect the railroads.

That's not true of nobst standard setting
or gani zati ons.

What they do is adopt their own standards.
Gover nent i ndependently deci des whether or not it wll
act onit, and I would cut off Noerr-Pennington inmunity
at that point.

Well, enough to tell the story for the next
point which | would raise is well, what should be done
about it?

And here ny outline which | have proposed to
submit into a | onger essay before these hearings are
cl osed for you, focuses on the followng -- first, it
seens to nme that we know enough about joint ventures that
we ought to have sone specific guidance.

We have it in the nmerger area. W have it in
the intellectual property licensing. W have it nowin
heal th care.

We don't have it in joint ventures, and this is
an area where we need it particularly because the case
law is so bollixed up and we have a tradition of doing it
when the case law isn't very sensible.

The nerger area is, of course, the best

denonstrati on.
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| likew se think we need guidance fromthe
agencies in ternms of standard setting.

Here | think it involves not just liability
standards, but also the procedures that they use, and
while M. MIller is correct, it seens to nme that the
Nort hwest Stationers case suggests that the due process
was not necessary.

| don't think it imunized standard setting
or gani zati ons whose procedures are designed so that they
can be abused to exclude conpetitors in the innovation.

The second point | would suggest if you were to
go ahead and draw up sone guidelines, and that is to nove
away fromthe concept of characterization

It is not a helpful vehicle to say this
standard setting organization or this joint venture has
gotten together to fix prices or to exclude a particul ar
product that nmay be a necessary part of an effective
st andar d.

The issue is it seens to nme first of all, what
is the effect in the marketpl ace?

Look at conpetitive effects. ldentify the
market. Ildentify whether or not it's likely to restrict
out put or increase output, |ower prices or increase
prices. Wat are the efficiency justifications?

Third, | think it would be very helpful to
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identify sone safe harbors. G ve the guidance. Provide
sonme predictability.

And fourth, focus primarily on sone of the
procedural issues.

| think that's enough. | appreciate very much
the opportunity to participate.

COW SSI ONER STAREK:  Thank you very much for
sonme very, very hel pful suggestions.

What about integration? | would like to ask
bot h of you.

What wei ght are we supposed to give when we
| ook at a particular joint venture, when we do, about the
| evel of integration that's necessary?

PROFESSOR GELLHORN:  Well, | would argue that
it is not a relevant consideration.

One could take it, ook at the issue of
integration, and say yes, that's terribly essential to
its operation, and it nade sense that they did it.

On the other hand, there nay be situations in
which integration is not a particularly inportant
vehi cl e.

| think the illustration |I gave of two
distributors of a widget in the State of Chio, there
wasn't any need for themto get together.

In fact, you don't want integration in one
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respect because they are nore likely to go their own
separ at e ways.

I f you force integration, all you're doing is
creating a nmerger when you didn't need one.

| ndeed | taught a class |last night and we
| ooked at joint ventures, and the question | posed to the
students was should we favor joint ventures or favor
nmergers? And it was clear after about five m nutes of
di scussion that at least with a joint venture, they m ght
go their independent paths at the appropriate tinme.

On the other hand, it seens to ne that
listening to M. Katz's description of VISA earlier this
norning, if they didn't have sone integration of their
operations, they would have had increased costs, |ess
conpetition, and the marketplace woul dn't be benefitted,
so it has got to be a fact-specific inquiry.

MR MLLER Well, | nmean with respect to
conpatibility standards, you' re not going to have
i ntegration.

You're going to have conpetitors get together
to make sure that their products talk to each other, and
t hat benefits the consunmers and increases the market, so
integration in that context really would be irrel evant.

COW SSI ONER STAREK: Wel |, thank you

M5. DE SANTI: Yeah. | would like to ask both
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of you to speak to each other's presentations with
respect to standard setting and get a better sense of the
areas where you agree and where you di sagree on those
i Ssues.

M5. VALENTINE: On that, just to make that
slightly nore precise or to be sure to address this as
part of it is, the consensus aspect -- since obviously if
regul ators and courts are thinking about eventually
| ooki ng at these things, judging fairness of the process
is avery difficult thing, and I would even be interested
in M. Katz's views as well on whether if he is ever
engaged in setting standards, anybody can after the fact
assess the fairness of that process.

PROFESSOR GELLHORN: Let nme make two comments.
One, that in listening to M. Mller's presentation and
readi ng his paper, | constantly canme up agai nst the point
that the real problemhere may lie el sewhere, and that is
t he application of copyright protections open to these
designs rather than patent | aws, and when you put the
copyright overlay on it, you all of a sudden change the
antitrust m x enornously.

Copyright laws generally | believe are 50-year
protection with a 25-year addition, no disclosure
requirenent, in contrast to patent |aw.

| f you deconstruct a copyrighted material and
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then reconstruct it, that's infringenent.

Not true in terns of patent |aws; and you
protect under copyrights derivative works. |If you wite
"Gone with the Wnd," | can't wite the sequel whereas in
patent |aw, inprovenents are separately patentable and
you can invent around them and so | think in many
respects, the problemthat we see in the conputerized
area -- operating systens, software prograns -- are in
many respects due to the direction the Suprene Court took
in 1976 and | ed us down the wong path to suggest you had
to copyright these itens instead of protecting them by
patents, and that's sonething | woul d suggest you m ght
want to take a | ook at at sone point.

In terns of the procedures and consensus thing,
| think there are several positions | would draw.

One is are we tal ki ng about an excl usi onary
standard, or one that's inclusive? Because | view them
quite differently, and therefore | put nuch of what M.
Mller says inthe, in a -- totally separate from what
| " m sayi ng because he's | ooking at sonething | would
rat her encourage than di scourage.

Second is to what decree would conpetitors be
in a position to block innovation by others, and that
very much is affected by have you got the entire industry

init, or do you have just one third of group?
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There may be a requirenment that everybody get
intoit, and | think that's clearly the case if you're
tal ki ng about something that's going to be used on a w de
basi s.

| thought M. Katz, on the other hand, pointed
out that in many respects, what occurs in his industry is
affected by this decision nmuch earlier requiring duality,
and that if you | ook, for exanple, | believe Canada, they
didn't require it. They have a very different structure.
They have conpetition, and I woul d argue you woul dn't
have had the bl ock on innovation, so one of the problens
here, of course, is despite all the praise that has been
given this norning, | think governnent is a big part of
the problemin having made the wong deci sion using
antitrust in a far too rigid fashion, and we're stuck by
it.

We're prisoners of it. That gets nme back to
gui del i nes.

Wth guidelines, you can get around it. You
can in essence put, |ike Nelson and Trafal gar, the
tel escope to the blind eye and then design your own.

MR MLLER Actually I don't hear us saying
things that are in real opposition to each other.

PROFESSOR GELLHORN:  No.

MR MLLER But it's a matter of the context
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in which standards are set.

In a situation where you have a standard body
comng up with a certification and then it is
i ncorporated in a governnent code, so either you neet it
or you don't, it seens like there is nore of a
possibility for exclusion, and what |'mtal king about are
vol untary standards by sonme industry participants so that
they can talk to each other and build a market share.

One difference it seenms to ne in that context
is whether a standard is open or whether it's proprietary
and cl osed, and open standards are nore proconpetitive |
think than proprietary standards, so that's, those are
t hings that should be, those should be considered in
deci di ng on conpetitive effects.

Now what M. Katz referred to is a battle of
st andards.

You have two or three groups that are fighting,
and consuners often want one standard, and it is true
that, you know, if you are in the canp that goes in the
wrong direction, and the market decides agai nst you, you
| ose, but that's the way the market should work, and I
don't know how, | don't know how you coul d | egislate that
t here ought to be one standard versus a battle of
standards, but it is true that in the, in the market,

that consuners wait until there's a convergence, and this
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j ust happened with the format for the new CDs where Sony
and Toshi ba agreed, and now you're going to see that,
that market rolling out, but I think open, open standards
really have to be the key in -- to prevent abuse by a
dom nant firmor by, or perhaps by a collaboration of
firmse with market power.

MR. KATZ: I|I'mhearing | think there is a
definitional problem here.

M5. VALENTI NE: Right.

MR. KATZ: \What people are tal king about as
standards may be specifications.

When you -- in the VISA context, with
M crosoft, we are not -- that is not a standard. That is
a specification for a secure technol ogy for VISA cards
and VI SA cards only.

Now we make it open because we want to say
| ook, we think it's the best specification and we're
making it available to the industry if the industry
thinks it's the best specification.

Now you can do that through putting it in the
publ i ¢ domain and hoping that people say this is a
wonder ful standard, thank you very nuch.

This costs a lot of noney. This is not a cheap
thing to develop. This technical -- this is mllions of

dol | ars were expended to devel op the specification, and
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we're making it public, so everybody -- we didn't ask for
agreenent. W just nmade it available. That's a
speci fication.

A standard is quite different in the sense of
that's where the industry gets together and says let's
adopt a common standard even if it's not the best.

It's at | east something that we can have and so
the consunmers will go buy it.

Now |I''m not an expert on that, but there is, |
woul d think there m ght be a danger of the timng of a
standard before it's ripe for establishing a standard so
that there needs to be sone innovation first fromthe
conpetitors to make sure that what is adopted as the
standard is in the best interests of the consuner, so
it's atimng issue, but for a conpany like VISA or for
that matter for any conpany, they need to adopt a
specification for their business, and that's all we have
done, and so | hope | have nade the distinction between a
speci fication and a standard.

| think that's inmportant to keep in mnd.

PROFESSOR GELLHORN: The difficulty is I can
think of illustrations where they cut agai nst each other
soon that | would be a little bit cautious about saying
there is a sharp line between the two, and there are many

i ndustries in which the specification in fact becones the
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standard, and so just | agree with what you're saying.

On the other hand, this issue of timng and who
deci des, unl ess governnment does it, nornmally we all ow
private parties to do it.

The real question is is it subject to opening
up, or is it closing?

The subject of opening up, | don't think we
have nmuch trouble wth.

If it's a closure, then we have got sone
concerns.

MR. KATZ: And in response to that point, |
think you have hit it right on the head, and that is that
if we were to get together with MasterCard, Anmerican
Express, Discover, Designers Card, Carte Bl anche, to cone
up with a standard for security transactions, | can
assure you | wouldn't be here today.

| probably would be sitting in neetings that
would go on ad infinitumto cone up with that
speci fication.

W have to agree on it. That could take us six

nont hs, that people have different ideas. It could take
a year. It could take two years.
We had to nmake a decision. Frankly, I'm

tal king as a busi ness person now.

We had to nake a decision did we want to sl ow
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down t he process?

El ectronic conmerce is happening as we sit here
today in a very insecure node. It is subject to big
fraud, big-tinme fraud.

It's subject to -- well, we read about it,
about hackers conming in and ripping off credit card
nunbers.

It is a very dangerous situation today. The
Internet is dangerous to be used, in ny opinion, but it's
bei ng used. W can't stop people fromusing it, so what
we made a decision unilaterally is that we want to nove
qui ckly to get something in the marketplace to protect at
| east the VI SA product and the VI SA system and we
weren't willing to sit down with MasterCard and everybody
else to try and spend all of that tine which could take
years to cone up with a conmon standard, so we adopted
our specification then made it public because we spent
our noney doing it. W made it publicly avail abl e,
answering your point that it's open, and said why don't
you adopt it? It's terrific.

There are other considerations -- politics, et
cetera, et cetera, but nevertheless, that's how we went,
and | think that's a very proconpetitive way to go
because if it isn't the best, someone will go with

sonmething el se and bring it back and criticize ours, and
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it's open for criticismand we will adjust it if it's not
t he best.

We have no |l egal obligation to continue that
standard with Mcrosoft -- | should say that
specification. W can change it at any tine.

That's our -- a unilateral act, so | think it's
the best way to nove this process ahead, in my opinion,
SO we are probably a year ahead of where we woul d have
been if we had got the industry together to try and
figure out what this would be, because | don't think we
even coul d have understood it without the help of a
M crosoft or without the help of an I BM or sonebody who
under st ands such things as encryption technol ogy, who
understands client, client and server technol ogy, who
understands how it has to be integrated into the
operating systenms and into the software -- should it be
on the hard disk?

We don't have that kind of expertise, so we
needed to forma joint venture with sonmeone with the
expertise to come up with sonmething to protect a VISA
brand and VI SA product.

PROFESSOR GELLHORN:  You can take your very
exanple -- | don't want to extend this -- and say just
t he opposite could occur.

Take, for exanple, the situation of electronic
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data processing, of insurance clains by doctors.

It's a market in which there's relatively
nodest conputer innovation. | nean 80, 85, 90 percent of
the clains are filed not electronically.

Well, the question is does one big conpany go
inwith the largest insurer out there and set up a
process, put it up in all the doctors' offices, and they
can thereby it seens to me have enornous effect on other
i nsurance conpani es.

In many states, there is one or two conpanies
t hat have nuch of the insurance business. Do they align
t hensel ves with one of the two or three larger electronic
conpani es and set up their own architecture, or does the
i ndustry get together to try to work out a standard so
that it's conpatible for everybody?

| don't have the answer to that. | don't mean
to suggest that | have the answer for it, but what |
think "'mtrying to do is give an illustration of which
t he individual approach that you're suggesting nay not
wor k or m ght slow down technol ogy, and that's, of
course, where standard setting and the Departnent of
Commerce first got involved in the early '30s and |l ate
' 20s under then Secretary of Conmerce Hoover. One of his
great contributions was that kind of standard setting,

and it is, of course, a very difficult process when
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private individuals are involved.

MR. KATZ: Can | nmake one coment? |'m
probably tal king too nmuch, but in the case of take the,
what you're tal king about, nedical electronic, nedical
clearings and settlenments -- there's lots of conpetition
goi ng on and people | ooking at it.

W're looking at it. Electronic conpanies are
| ooking at it. MasterCard is looking at it. W're al
conpeting with different technologies and trying to
figure it out.

| can assure you, though, that | don't think
what you say will be a problem because |I'm a doctor. |
am not going to stand for having to deal with just one
paynment product.

| need to have it all conpatible, so while we
push ahead, and we are ahead, so we at |east get it
started, it takes the consuner demand will force the
adoption of interoperability, and the interoperability
nmeans that the platformhas to be interoperable, but
there may be lots of bells and whistles which rmakes ny
pl atform superior to their platform but we have a conmon
i nteroperable thing, whether it be the term nal, whether
it be the software, that we clear between each other, so
I"'ma little concerned frankly about sitting down for the

industry and trying to figure it all out while the
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doctors are sitting there, the patients are sitting there
waiting for us to cone to agreenent, and there isn't the
inmpetus -- I'"'ma real believer that you need inpetus of
conpetition to get things done quickly, and then work out
-- once you've got the problem work it out, but trying
toin front avoid these problens just slows down the
econony, slows down consuner welfare in ny view.

That's just a personal view

M5. VALENTINE: Can | just ask one | ast quick
guestion on the governnment adoption of the standards?

| should | ook at Sessions before | ask the
guestion probably, but were there any state action clains
made?

Can people, | nean could you try to approach

this through a Ticor or Burget process, you know, as part

of the active supervision prong of state action doctrine
that a state should be taking a | ook at or being
responsi ble for the state process or the standard that is
adopt ed??

PROFESSOR GELLHORN: As Judge Conti anal yzed
the situation, and | claimsone blame on this because he
and | are co-authors many years, 20 years ago of an
article somewhat in this area and | let himlook at it
froma First Arendnment standpoint and didn't force himto

ook at it froman antitrust standpoint.
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Nonet hel ess the way he | ooked at it did not
address the issue of state action because the issue was,
instead was the injury to the plaintiffs caused by the
defendant's adoption of the standard, or rather by the
fact that the governnment adopted the standard, and once
t he governnent adopted the standard, he put it within the
Noerr - Penni ngton framework, and if you go, for exanple,
to the Justice Departnent or to the Bureau of Conpetition
in the FTC, both of them have at least told ne in matters
that they follow the Sessions ruling, so they're giving a
rather broad immnity in ny viewto conduct that was not
enconpassed wi thin the concept of Noerr-Pennington of
appeal s to government.

This is rather governnent adoptions, and I
think you raise a very interesting point | hadn't thought
about -- why can't one use the state action cases and say
wel |, where is the active supervision? Haven't we
extended this too far?

The real problemit seens to nme cones in part
fromJustice Scalia' s opinion in Omi where he says no,
there is no conspiracy exception to Parker versus Brown,
and | ater cases he said that as a matter of first
i mpression, | would not have adopted Parker versus Brown,
but it is there. I'mstuck with it, and again, all we're

illustrating is antitrust doctrine here.
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It's not a straight line. In fact it's not
even a wiggly line. It is inconsistent, and as a
consequence, it sort of bites us in the tail every now
and then and we cone up with results that are
count erproductive, and you get this enornpbus uncertainty
that those operating in the front |ines of the business
such as M. Katz say that we don't do things that are
i nnovative because of the fear, and that's where | would
urge the Conmi ssion to play an enornous role.

MS. VALENTI NE: Thanks.

COW SSI ONER STAREK: Wl |, thank you very
much.

We could go on for quite a while on this topic.
It's fascinating, and | deeply appreciate all of you
com ng and offering your thoughts and sharing your views
with us. It has been nost hel pful. You have excell ent
suggestions. W thank you again.

So | guess we stand in recess.

(Wher eupon, at 12:15 p.m, the proceedi ngs were
recessed, to reconvene at 1:30 p.m the sane day.)
/11
/11
/11
/11
/11
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AETERNOON SESSLON
1:37 p. m

COWM SSI ONER STAREK: Wl |, good afternoon. |
think we're set to begin.

COWM SSI ONER VARNEY has been just slightly
det ai ned, but we expect her shortly. She indicated that
she had to be in and out this afternoon.

Chairman Pitofsky is involved in a speaking
engagenent, a long-tinme commtnent, so unfortunately, |
don't think he will be with us, but fortunately,

Comm ssioner Steiger is with us today.

COW SSI ONER STEI GER: That remains to be seen.

COW SSI ONER STAREK:  Qur first witness this
afternoon i s Professor Tom Jorde.

He is a menber of the University of California
at Berkel ey School of Law faculty and is a co-founder of
t he school's Law and Technol ogy/Intellectual Property
Program

He is also the founder and President of Law &
Econom cs Consul ting Group, |ncorporated.

Now before he joined the |aw school faculty at
Boalt Hall, Professor Jorde served as a law clerk for
Justice WlliamJ. Brennan, Junior of the United States
Suprene Court and for Judge Stanley Wigel, United States
District Court, Northern District of California, and he
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al so has served as a Special Assistant to the FTC Bureau
of Conpetition, and has practiced law as a litigator in
San Franci sco.

Pr of essor Jorde obviously specializes in
antitrust, intellectual property, and civil procedure,
and he has published extensively and has testified in
t hese areas.

He also is co-editor of "Antitrust Innovation

and Conpetitiveness," and co-author of two new case books
on intellectual property and | egal protection for
conput er technol ogy.

Prof essor Jorde, thank you for comng all this
way to be with us.

We certainly appreciate it.

PROFESSOR JORDE: Thank you especially for the
opportunity to participate today.

It goes without saying the topic areas that the
Commi ssion is focusing on are extrenely inportant, and |
think that the breadth of the topics being covered under
t he general topic areas of global conpetition and
i nnovation is extremely inpressive, and it's our thanks
froma speaker's point of view as well for the
opportunity to be here and to participate in an event

li ke this.

My own remarks are going to focus on the
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rel ationship of antitrust policy and antitrust
enforcenent efforts with cooperation anong conpetitors
particularly, and especially when the cooperation anong
conpetitors is focused on the creation of new products
and processes, nanely, innovation and the
conmer ci al i zati on of innovati on.

It's clear today and it is certainly clear from
t he enforcement efforts of this Conm ssion and the
Department of Justice that nodern antitrust |aw
recogni zes that conpetitor agreenents can create
ef ficiencies and new markets, and they can certainly
advance ot her proconpetitive benefits, and because of
t hese proconpetitive justifications for cooperative
arrangenents, the agencies and the courts have reached
the conclusion quite appropriately that such agreenents
ought to be | ooked at under rule of reason analysis, and
one of the things I would like to focus on a little bit
|ater is the reason, rule of reason analysis itself and
why it ought to be part of that kind of analysis on the
part of the agencies and courts, but | especially want to
focus on cooperative arrangenents anong conpetitors
designed to create new i nnovations or to comrercialize
i nnovati on because | think these types of agreenents
require a special consideration and special concern when

they are being eval uated by the agencies.
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They ought to have that special concern because
the economc welfare that flows to society from
innovation is clear, and | think there is general
agreenent that the societal gains frominnovation and the
commerci ali zati on of technol ogy are enornous, and indeed
they quite outweigh allocative efficiency gains that are
sonetimes the focus of nore static antitrust anal ysis.

The focus of traditional antitrust has
oftenti mes been nore short-run oriented, but again, |
think we see over the last certainly five years and nmaybe
the | ast decade a real nobve on the part of the governnent
agencies to be shifting attention at |east in equal scope
to dynam c ki nds of consideration and a clear
appreciation on the part of the agencies that those
dynam c efficiencies are critical for the advancenent of
soci etal good.

One of the things that | think is inmportant to
realize is that often conpetitors in a nodern age today
in a technol ogical setting where technol ogi es are
changing rapidly may see reasons to get together one with
t he other to advance innovation and to conmmercialize
t echnol ogy, and those benefits may flow nore in a future
timeframe and in a dynanmic setting than one m ght see in
the very near term and it seens to ne that in order to

avoi d hindering the progress that cones from
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t echnol ogi cal innovation and change, antitrust needs to
be vigilant that it |ooks into that forward context to a
careful evaluation of those benefits that nay conme down
on streama little bit later, and although it's easy to
say this, | do want to enphasize | think it's right as
well as it's easy to say, and that is it seens to ne that
when we get into the difficult bal ancing questions of
conpari ng perhaps shortrun inefficiencies or short-run
gai ns and mar ket power agai nst dynam c efficiencies,
there is a tradeoff problemthat exists, and given that
t he burden of proof, froma | awer's perspective, here
rests with an agency and stopping an action or rests with
a private party in opposing a particular agreenment, it
seens that when we're not clear, and when evidence isn't
cl ear against the kind of efficiency argunents that m ght
be made, we probably want to err in favor of dynamc
efficiency in order to nmake sure that, that the benefits
to society are capabl e of being sought.

There are a nunber of reasons that firnms m ght
wi sh to get together to collaborate to advance
i nnovation, and let ne just go through a few of those.

The obvi ous ones that cone to mnd first are
econoni es of scal e and scope.

These are fairly well known. [It's also

important to mnimze risk and avoid duplication,
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particularly as a good deal of technol ogi cal advancenent
today is costly and very fast noving, and in order to
stay abreast of it, it mght nake sense for firms to get
t oget her.

In addition, there nay be reasons of efficient
technol ogy transfer or commercialization for conpetitors
to get together.

It's fairly well understood that nuch of
i nnovation today is not serial, that is, it doesn't
follow | ockstep A, B, C, D fromR&D t hrough prototype to
manufacturing and finally to sales.

Rat her a | ot of innovation today takes place
nore in what some econom sts and engineers have terned a
ki nd of sinultaneous nature where it's inportant to be
able to stay in touch with nany aspects of the innovation
process, including all the way forward to custoners,
because the pace of change makes it inportant that you
not only cone out with the best first generation product,
but that you be there right away for the second and third
generations because if you aren't, sonebody else will be,
and it may be that a particular firmhas sonme aspects,
sonme parts of the puzzle for that sinultaneous venture of
i nnovation, and that they will be nore efficient if they
hook up with other firns who have ot her conpl enentary or
co-specialized capabilities, so it's not surprising that
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we may see conpetitors linking up in a horizontal fashion
to gain maxi num ef fici ency.

Anot her reason, of course, firns mght wish to
get together to cooperate is to better appropriate the
returns of innovation.

There are well-known free rider problens and
public good characteristics of innovation that make it
difficult sonetines to capture the full benefits of
i nnovat i on.

Well, sonetimes one mght say well, what's the
matter with intell ectual property for taking care of
t hat ?

After all, we have patents, trade secrets,
copyrights and the liKke.

One of the problens is that in many industries,
intellectual property on its own is not capable of
protecting a vast anmount of innovation and
i nnovation-type activities, and in that case, it is
easier to have public good or free rider kinds of
probl ens, all of which may drive firms to get together to
try to enconpass the entire effort of innovation in order
to appropriate the returns to thensel ves.

We want that sort of appropriation to go on, of
course, to give proper incentive to the innovating

parties and to nmake sure that we have incentives in
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pl ace, so private contracting can often fill that gap.

The fornms of cooperation that m ght take place
i nvol ve nmergers, joint ventures, strategic alliances, and
contracts.

There has been a tendency sonetines | think in
antitrust enforcenment and by courts to start to make
distinctions in those categories.

We | ook at nergers one way. W ook at joint
vent ures anot her, and yet another for contracts, and |
woul d argue that we ought to really try hard to see these
as alternative forns of integration where we're not
preferring one over the other.

At a mnimum it seens to ne that contractua

arrangenents and the restraints that go by contract ought

to be treated no less well than full integration by
nmer ger .

After all, after contract, the parties renain
still free to, to have nore flexibility anong thensel ves

than they would with a full nerger

| think treating these forns the sane can be
done if we pay attention to a structured rule of reason
analysis, and I would Iike to address that at least in
brief.

| have certainly tried ny best to do that in

nore |lengthy articles, and | have done about, certainly
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as well as | can.

O hers can inprove on mne for sure, but ['1l]
just try to summari ze here.

The first point, of course, is the rule of
reason anal ysis occurs and not per se rules when cases
can be nade that what integration is about is to pronote
i nnovation or conmercialize innovation.

As a first step in a rule of reason anal ysis,
it's very inportant that markets be defined and t hat
mar ket power be assessed.

In the absence of market power, it's going to
be difficult to argue credibly as an enforcenent agency
that there are likely anticonpetitive effects that foll ow
with the arrangenent, so we ought to be clear about
| ooki ng for market power and defining markets.

| know you have al ready focused in a prior
coupl e of days on the, on the conplexities, indeed
difficulties of defining nmarkets in the area of
i nnovat i on.

W're not going to try to repeat that here I'm
sure, but | do want to add a voice in that area that to
make sure that when we're thinking about market
definition, that we pay attention to the dynam c
performance based side of that to be sure that we're

capturing markets in the way that they really unfold in
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t he area of innovation.

The gui delines sort of 5 percent test focusing
on price probably needs to be elaborated. It's a good
starting point, but it's probably inmportant to nove to
per formance-based kinds of criteria as well when we're
t hi nki ng about products in areas of technol ogy.

There are also difficulties in defining
know how nmar kets, and beyond that, innovation narkets,
and | don't want to tread back to those areas, either,
except to say that paying attention is very, very
i mportant for getting the market definition correct
because | think once we get markets defined properly, we
can then feel nore confortable about taking a next
i nportant step that | certainly urge the Comm ssion and
courts to do, and that is to recognize a safe harbor if
you wi Il that would exist for cooperating firnms who have
| ess than 20, 25 percent market share.

That could be translated into Herfindahl index
figures as well, and |I have tal ked about that in nore
detail in ny witings.

The intellectual property guidelines for
intellectual property licensing recognize the val ue of
t he safe harbor

Gui del i nes concerning health care have

recogni zed safe harbors.
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Certain courts have recogni zed safe harbors.

t hi nk we know why, how to go about that process, and |
just think it's inportant to extend it with sone clarity
any time we're dealing with cooperative arrangenents

i nvol ving i nnovati on and the devel opnent of technol ogy.

One ot her value of having a safe harbor in
place is that it makes clearer that the formw Il not
make a difference, that is, we will start to treat
cooperative contractual arrangenents very nuch |ike we
treat nerging parties under the current merger
gui del i nes.

Now the difficulties, of course, occur once a
party continues to want to cooperate in sone contractua
arrangenent and there are horizontal parties involved,
and yet they are outside of or above a safe harbor
anal ysi s.

Now at this point, it seenms to nme an agency has
done enough when it has shown that real narket power
concerns exist that are above a safe harbor |evel.

At that point, |I think a burden realistically
ought to shift to the cooperating parties to denonstrate
t he reasons why they have gotten together as horizontal
conpetitors to advance innovation or to help pronote
comerci alization of innovation, and what | would urge on

t he Comm ssion, and again, there is certainly |ots of
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evi dence the Commi ssion already is doing this, so this is
not hi ng new, but to continue the careful attention that's
being paid nowto efficiency clains and efficiency
argunments that are dynam c in nature and are not short
run.

| want to be clear in ny own presentation that
t hose of us who have been working before the Departnent
of Justice and with the Federal Trade Comm ssion know
this is all going on.

A cl earer exposition of this, appropriate cases
may be hel pful to the bar in general, but |let ne just
enunerate sone of the dynamc efficiencies that I would
expect defendants to speak about, and then it would be up
to the Commission and its staff on a case-by-case basis
to find out where there is a factual basis.

Qoviously just the nmere assertion of some kind
of dynam c efficiency can't carry the day, but one would
expect to hear the follow ng kinds of argunents | think -
- that the innovation sought by a cooperative arrangenent
will, if achieved, help the firms capture value in
situations where intellectual property for this
particul ar product or particular technol ogy is somewhat
weak, that is, the regine of the intellectual property is
not as protective as it mght otherw se be, so the

parties are getting together to appropriate returns for

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

N N NN NN B R PR R R R R R R
ga A W N P O © 0o N oo 0o M W N +» O

1203
i nnovat i on.

Anot her justification one mght see is that the
arrangenent is necessary because the character or
magni tude of the cooperative arrangenent is necessary to
achi eve econom es of scal e and scope.

It may al so be the case that successful
i nnovation is sought by the arrangenent and that it wll
be, it will allowthe parties to bring this together and
that the restraints are necessary for capturing val ue.

The arrangenent may al so conpete in narket or
markets -- or markets plural, that are characterized by
rapi d technol ogi cal change, which may be anot her reason
for sharing resources to get products to market quickly.

Finally, | would expect to hear argunents
occasionally that the cooperative arrangenent is part of
an effort that in sone way one might think of as an
effective type of intra, interbrand I should say
conpetition, that is, we're getting together al nost
intrabrand to conpete effectively head to head with ot her
ways or other groups who are doing the sane thing.

The difficulty, of course, conmes when there are
strong efficiency clains and there are | arge market
shares, assum ng that markets have been correctly
def i ned.

There's no escaping the hard judgnent calls and
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the qualitative judgnments that have got to cone from
staff and the Conmi ssion. There is no escaping that at
all.

There are two cautions, though, that | would
like to toss in to the Comm ssion to think about because
now that we're going to have to bal ance, sonetinmes there
is a reference back to less drastic neans anal ysis, and
sonetimes, especially nore recently, | think there has
been a, a kind of feeling that we want to nake sure that
there are a nultiplicity of avenues of innovation, and
that either one of those or both in conbination may ki ck
the Comm ssion in the direction of opposing the activity.

| want to suggest caution on both those for the
foll ow ng reasons -- we obviously want to avoid with
hi ndsi ght | ooki ng back at what the business arrangenent
was and kind of saying well, you could have done that in
an easier way that wouldn't have had the sanme restraints
or wouldn't have had the sane nunber of participants
i nvol ved.

It seens to nme if we're going to do that kind
of analysis, we need to nmake sure that at the tinme, that
is then when the arrangenent is being put together, at
the tine, the alternative that the Commission is
suggesti ng was obvious and it woul d have been

substantially |less restrictive.
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In those kinds of cases, then it may be fair
for a trier of fact to say that the current arrangenent
is an unreasonabl e restraint of trade, but one needs to
be careful about the tinefrane when the evaluation is
bei ng made.

On the other point about the reduction in paths
of innovation, again we're assunm ng the case is above
saf e harbors. Below safe harbors, we don't have this,

t hi s bal anci ng probl em

It's not at all clear and the enpirical
evidence is not clear that reductions in R& are
necessarily going to lead to | ess innovation or put
differently, that we need sonehow to have the nmaxi mum
nunber of paths of innovation available in order to
create efficiencies and to nmake sure that the nmaxi mum
amount of innovation occurs.

G ven that the governnent has the burden of
proof in halting an agency or private plaintiff in the
same, | think we would want strong evi dence on either one
of these cases of |ess drastic neans anal ysis or strong
evi dence that the chance of alternative pathways here was
fairly clearly going to alter the kinds of innovation
that we woul d expect before that would kick in as the
nmeans the governnent would use to halt the particular

cooperative arrangenent.
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Finally, | think there is no escaping that
there is a type of sliding scale that's going to go on
bet ween mar ket power and the efficiency clains invol ved,
and that again has been rather historic and traditional,
t 0o.

Well, this concludes ny remarks on rul e of
reason anal ysi s.

One last point | would like to nake, but it
really doesn't apply to the Comm ssion so nuch as to
busi nesses who nmay be followi ng the remarks and nay be
| ooki ng at the proceedings in general here at the FTC --
| think far too little attenti on has been paid by
busi ness to registering cooperative ventures under the
anmended now Nati onal Cooperative Production Amendnents of
1993.

| think there are significant gains that could
come fromparticipating in that registration kind of
process and letting the FTC and DQJ know about the
arrangemnent .

It guarantees rule of reason analysis. It
limts danages to single damages, and all this would seem
to me to go a long way toward getting sone of the
security that business desires in these areas, and yet
|"mafraid this is, you know, an area that's rather

underutilized today.
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Wel |, thank you very nmuch for the tinme to nake
t hese remarKks.

COW SSI ONER STEI GER. For the Q and A session
that comes later, | wondered if you could nmake a note and
address your last point inalittle nore detail?

W have heard that there are serious
shortcom ngs in the joint venture devel opnent of
| egi slation front.

We know of one being claimed by our allies
abroad who say that they have restriction on their
participation, limtation on the placenent of it, joint
ventures should be sinply done away wth.

| amnot referring to that Iimtation, but if
you have know edge of sonething that is mssing and m ght
i ndeed be causi ng businesses not to utilize this, | would
appreciate your nentioning it later.

PROFESSOR JORDE: Ckay.

COW SSI ONER STAREK: Wl |, thank you very
much. That was very stinulating, very interesting.

| think the way that it has been suggested that
we proceed this afternoon is the way we have been
proceedi ng nost of the previous afternoons, which is to
hear from our wi tnesses and then engage in a question and
answer session and then an exchange between the

partici pants and the representatives fromthe Conm ssion,
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so unless there is sone burning question or sonething, |
think we will go on to Professor O dover.

Janusz is professor of econom cs at New York
University, and he is also advisor to the Wrld Bank on
privatization and regul ation of infrastructure
industries, and is affiliated with Law and Economi cs
Consulting Group in Berkeley, California.

In the past, Professor Ordover has served as
Deputy Assistant Attorney General for Econom cs of the
Antitrust Division of the departnent, and he was al so
Speci al Consul tant on Trade and Conpetition Policy to the
CECD, and an advi sor to the post-comuni st governnents of
Pol and, Russi a and Hungary.

I n addi tion, Professor Ordover was one of the
founders of Consultants in Industry Econom cs, Inc.

He has aut hored and co-aut hored numerous
articles on many aspects of antitrust and regul ati on.

Prof essor Ordover, thank you for com ng.

PROFESSOR ORDOVER: Thank you very nuch. | am
greatly honored by this invitation partly because the
Omi high tech case that | was ever deeply involved in
lost in front of the Comm ssion, the PPG so | wll try
torelitigate this case this afternoon in light of the
new | ear ni ng!

Well, | think obviously the subject matter for
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today's hearings is nore than chall enging partly because
econonmics is not really up to snuff to ask all the deep
guestions that the staff and the comm ssioners have cone
up with over these nonths to pose to the acadenic
community and to ot hers.

If I were to answer very quickly the two
guestions posed, the first -- how should antitrust treat
dynam c/innovation efficiencies in nmergers and joint
ventures -- my answer could be pretty much the way you

are doing right now, but just take it easy on the

i nnovation markets. 1'll cone back to that a little
| ater on.

The second -- are such efficiencies peculiarly
val uabl e or nore subject to imtation by others -- the

answer is it all depends, and depends on several factors,
and let me quickly rattle themoff so that we can nove
on.

| presunme it is reasonably well known that a
great deal of R&D is devoted not to devel opnent of new
t echnol ogi es or the devel opnent of new production
processes, but really to nodifying the avail able set of
commodities that people choose from

For exanple, | found out that Sony on the
average tries out sonewhere between 500 and a thousand

new products every year, nost of which do not nmake it to
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the shelf, and if you ever have gone to the new food show
that is often held in New York which displays all the
products that are going to be available to put on
super mar ket shelves, you will realize that only about one
t housandth of 1 percent is ever judged to be edible
enough to be sold, so there is a huge anmount of issues in
front of us, and that is whether or not the R&D that
we're so nmuch worried about is all that valuable in the
sense that it truly enhances the scope of choices facing
the consuners, or is it basically designed to divert
what ever low rent that nmay remain in the existing
products from one set of producers to another, and |
think there's a great deal of economic literature that
presune Professor Scherer nmay have already tal ked about -
- if not, he will certainly talk about it -- that focuses
on the fact that in nonopolistically conpetitive
environnents in which various barriers to entry into the
provi sion of new products are relatively low, there is a
potential tendency to in fact overfill the product's
space with new products in order to still divert or to
hang on to the existing rents, whatever they m ght be, so
when one hears the tal k about R&D and how valuable it is,
| presunme the commenters really focus on these types of
R&D t hat at | east expose, turn out to substantially

expand the choice from which consuners can pick or at
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| east or nmaybe even nore val uably, reduce production
costs, speed up production technologies, in fact, enable
us to rel ease resources to the econony that can be used
el sewhere but which al so enable us to produce the next
generation of products, and | think that's the one area
of R&D which frequently has been perhaps been paid
i nadequate attention to, so I woul d suggest that we
cannot argue | don't think ex cathedra sonehow t hese
efficiencies are or these innovations are nore val uabl e
than others or that they are sonmething that is
intrinsically inherently valuable that should be
pr ot ect ed.

| think the answer that | always give to nyself
when | think about the R&D is that the val uable parts of
it are those that in the aggregate substantially
contribute to the enhancenent of productive efficiency
and substantially enhance the scope of choices facing
consuners. As | said, not all of it is what goes on.

Now this is not to say, of course, that many of
t hese projects which turn out to be highly
uncol | aborative in the end are wasted in that sense.

Qobvi ously peopl e search for answers, and many
peopl e cone up with wong answers to often obvious
guestions, but the point again is that from our

st andpoi nt, the Conmi ssion and | think the Departnent of
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Justice have becone increasingly well attuned how to
anal yze antitrust problens in so-called high technol ogy
i ndustries, and | guess from ny perspective, the
definition of such an entry is the one in which at | east
t he predom nant node of conpetition over the nediumterm
is, of course, product innovation and cost innovation --
and cost reduction.

Now having said all that, what | would like to
suggest to you is a few points that nay or may not
stinmulate us during the discussion period. | prefer to
hear others than nyself, frankly.

No. 1, | would l|ike to take you back sone 30
years or 40 years ago and recall that this was the period
of U S. econom ¢ dom nance and was a period of
spectacul ar economc growmh in the United States, yet
surprisingly this was al so the period during which the
antitrust enforcenment was nost stringent and | east
attuned to the issue of research and devel opnent and
dynam c conpetition and all of these.

Concei vably, markets and industries during that
period 20, 30 years ago were |ess driven by high
t echnol ogy concerns than they are right now, but it
suggests to ne that in fact our current set of concerns
do not necessarily conme because sonehow antitrust has

beconme a hanper on what's going on, but because all of a
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sudden, the United States' econony is facing conpetition
from abroad, and many of the discussions about the need
for NCRA, nany of the discussions about the need to
ti ghten up our patent enforcenment and so on really are
not driven by the basic considerations that the American
econony has slowed down to a halt, but also, but
primarily by the fact that the American econony has been
i nvaded by products from abroad which are taking away
mar ket share fromthe Anerican dinosaurs, and that often
happens.

This is the process of conpetition that
everybody tal ks about, and I will say sonethi ng about
that a little bit later on, but the point No. 1, and No.
2 that stay in ny mind is that antitrust, however
inmportant it may be, is really not necessarily the
primary driver behind or primary inhibitor of the
econonic forces that are unl eashed nowadays in the gl obal
econony.

| think what happens is that the application of
antitrust to a particular set of conpani es when
i nappropriate is very painful, so that the pains are
hi ghly concentrated, but whether or not the effect of
such a m stake sends shivers through the economc
busi ness conmmunity | amless certain, although wthout

turning to the left too nmuch, | would suggest that we
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canme close in certain circunstances in trying to
i nfluence the thinking over the long termin ways that
m ght have been adverse.

Now t he point No. 3, and that is if you're
| ooki ng at NCRA, which was at | east hailed as the first
step in nore reasonable joint ventures, especially recent
joint ventures, there are interesting things about it
that I will say in two words very quickly.

One is that participation in recent joint
ventures is highly concentrated in a handful of firnmns.

Even though there are a | arge nunber of firns
that participate, there are thousands of firnms in fact if
you go out to, if you aggregate it all up, it turns out
that something |like 90 percent of all the firns that
participate participate in no nore than five joint
ventures having registered with the NCRA, and in fact
sonmewhere around 200 and 250 firns are the ones that
engage in nost of the recent joint venture type of
t echnol ogy that NCRA covers.

That raises an interesting, however, question
to which | don't have any answers to, but I amslowy
wor king on them as is Professor Von North from George
Washi ngton University, in trying to understand why is it
that it is so far a handful of firns find the NCRA to be

a val uable vehicle for their -- at |east valuable for
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shi el ding thensel ves frompotential antitrust litigation?

| have no answer to that. It strikes ne,
however, that again, there is absolutely no evidence one
way or the other that the industries which predom nate
such as tel econmuni cation are the ones in which
appropriation, problens of appropriability, spillover
funding, are the ones that are really critical, so we
find that 25 percent of NCRA registered joint ventures
come fromtel econmuni cations -- again, very little
explanation as to why. One would like to know.

We know t hat another 20 percent cones from
energy and envi ronnent where generic research is very
critical and in which appropriability is very difficult,
spill overs being extrenely high, so this is a bit of a
puzzl e.

The good news for Tom Jorde and nyself to one
extent is what we're seei ng nowdays on the NCRA
registration front is a substantial nunber of joint
ventures which are truly of the vertical sort, and that
is of the sort that do put together indeed conpetencies
that are quite conplenentary al ong the production
channel .

What is surprising indeed is that |arge
participation of joint ventures fromthe service sector

despite the fact that it produces sonewhere around 30
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percent of the U S. gross product spends only about 9.4
percent on R&D.

What we're seeing indeed in this case is
enhanced participation by service-oriented firnms in the
R&D effort of people who actually supply themthe high
t echnol ogy products that these service industries need.

That is very inportant because it does support
the thesis which is that what's key in antitrust
treatment of these joint ventures is the recognition that
t echnol ogi cal devel opnent of the R&D process are not
indeed as linear as we initially suspected or suggested,
but is a nuch nore conplicated, much nore conpl ex,
mul ti faceted and nmultil ayered process that requires
extensive nunber of abilities or conpetencies to be put
together in a way that ultimately | eads to sonething that
consumers w || val ue.

On the negative side, I would point out that
there is, there has been now a downturn in the nunber of
R&D j oi nt ventures regi stered under NCRA, and there has
been al so a marked nunber of firms exiting fromthe
regi stered joint venture.

Now is it a tenmporary phenonmenon, or is it
somet hing indicative of the fact that joint ventures,
research and otherwise, to a large extent, to sone extent

are a product of managenent gurus who in the '80s sold
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t hese ventures to the senior managenent as being
solutions to their many conpetitive problens.

Qovi ously many CEGs are behol den to nanagenent
gurus as is the FTC or the Departnent of Justice to sone
friends and econom sts such as Cornout, Bertrand. O
course we have noved beyond that Frenchman now. W're
off to a dead German Schunpeter, and let ne say a word
about that because it is quite clear Schunpeter seens to
be the fountai nhead on which nuch of the current analysis
is built, and it is very easy to m sunderstand what
exactly Schunpeter had in mnd, and maybe that will be ny
final thought because we're going to run out of tine.

What really Schunpeter had in mnd was the
process of conpetition, and Schunpeter | think is
m sunder st ood when he, when peopl e believe that what he
argued for was sonehow t he presence of nonopoly, that
mar ket power was sonething that was driving R& and
econom ¢ progress.

| don't believe that to be true for one mnute.
In fact | | ooked at sonme of his witings prior to com ng,
and it strikes me that what he is saying is that it's the
race to be the domnant firmfor however a fleeting
period of time that is propelling R&D, and indeed what
Schunpet er was al ways advocati ng, was always of the view

inny mnd, that it's the freedomof entry into the R&D
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process, it's the freedomof being a conmpetitor with the
reward that it can bring if you are successful.

That is sonething that a capitalist society
shoul d cherish and what capital society is good at
pronoting, and his revulsion to, to the comruni st
regi mentation, he and people |like Von Mesis and Hayek
argued that it's the freedomof conpetition that is the
driving force, and | believe that if | were to close ny
remarks with how should antitrust treat
dynam c/innovation efficiencies in nmergers and joint
ventures, | would say it should treat themin the way
that (A), does not foreclose possibilities for others to
conpete in the next generation of R&D, the next
generation of products, and the next generation of
technol ogi es, and also that (B) it does not destroy the
chances for the current firns to earn potentially
superconpetitive rewards from successful innovation, so
there is a careful and delicate balancing that has to
t ake pl ace.

Thank you very nuch

COW SSI ONER STAREK: Wl |, thank you for that
nost enlightening and quite interesting testinony. W
appreciate it.

COW SSI ONER STEIGER: | nust say if you have

to deal with Schunpeter, it helps if you read CGernan.
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Since | don't, | can't argue with your
revitalization of Schunpeterian theory.

PROFESSOR ORDOVER: | consider the translations
are quite good.

MR. BAKER: Polish translations particularly!

PROFESSOR ORDOVER: That's especially
fantastic, state of the art!

COW SSI ONER STAREK: Wl |, thank you. CQur
next witness this afternoon is Roger Noll, and he is the
Morris M Doyl e Professor of Public Policy in the
Depart ment of Economi cs at Stanford University.

He is also a director, the Director of the
Public Policy Program and the Director of the Program on
Regul atory Policy in the Center for Econonmic Policy
Resear ch

In the past, he has served as Associ ate Dean
for Social Sciences in the School of Humanities and
Sci ences.

Prior to joining the Stanford faculty until
1984, Professor Noll was the Chairman of the Division of
Humani ti es and Soci al Sciences and Institute Professor of
Soci al science at Cal Tech, and he served on the staff of
t he Brookings Institution and the President's Council on
Econom ¢ Advi sors.

Professor Noll is the author of seventeen books
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and nore than a hundred articles, and his research
i nterests include, anobng other things, governnent
regul ati on of busi ness and public policies regarding
research and devel opnent.
Prof essor Noll, thank you for joining us. Thank

you for making the long trip. W appreciate it very

much.
PROFESSOR NOLL: Actually it was a very short
trip. 1'mon sabbatical at the Brookings Institution.
COW SSI ONER STAREK:  Well, | didn't know that.
PROFESSOR NOLL: In any case, the spirit is
here. | would have cone anyway.

Thank you very nmuch for giving me the
opportunity to be here.

It's al ways di sadvant ageous to be the second
econoni st because even though off by oursel ves,
econoni sts fight like cats and dogs, inevitably when it
comes to appearing in positions, hearings such as this,
we end up all saying the same thing, and of course Janusz
has taken away about 75 percent of ny notes, but |et ne,
let me proceed. | will try not to duplicate to the best
of ny ability.

The basic idea | think that we want to, we want
to consider here is whether -- is | think best capsulized

in the notion as a working principle if not sonething we
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can actually inplenent of thinking of an R&D intensive
firmas a vertically integrated firmin tw markets, one
of which woul d be R& production and the other of which
woul d be final product production, and to see if that
gets us anywhere for antitrust analysis and for review ng
the wisdomof limted joint ventures or nmergers, and the
thing that makes this especially interesting is that in
nost cases, either through history or indeed at a given
monment in time, in other kinds of questions pertaining to
vertical integration, we have the opportunity to observe
both integrated and non-integrated firnms, and
unfortunately, in the case of the R&D business, that is
al nost never true, that R&D intensive firnms are al nost
never separated from production, and that is to say, the
private sector undertakes nore than 98 percent of its
research and devel opnent in-house.

And the reason for this, of course, has to do
with the difficulties of retaining intellectual property
rights and ideas with patent and copyright and trade
secret protection.

That's sort of the standard expl anation for why
firms do this, but there is also a contracting reason why
firmse do this, that is to say, because the nature of
research and devel opnent by definition is that one really

does not know the relationship between input and out put.
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| ndeed one doesn't even know how to neasure
out put s.

It is extraordinarily difficult to wite a
contract whereby one organi zati on obtains research and
devel opnent from anot her.

And t he best evidence of that is the attenpt
for the federal government to buy weapons system
devel opnent in the private sector.

The nechani sm used by the federal governnent to
solve this contracting problemis an extraordinarily
conplete and intrusive and very expensive auditing system
that not only audits things |like costs, but audits things
I i ke what people actually do in an extraordinarily
i ntensi ve way and ends up produci ng systens in which
overhead rates and indirect cost rates between private
for profit firnms and the government exceed the direct
costs of actually undertaking the work, and so there is a
-- that we have this peculiar problemthen which is,
which is, of course, just absolutely perfectly nade for
econoni sts since there is no danger that sonmebody w ||
come up with any facts that are going to disprove our
theories, which is we're trying to figure out in
principle howto think about two separate activities as
if they were two separate nmarkets when in fact there is

virtually no credi ble market or useful nmarket for one of
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t hem

Now that's sort of the first major idea that |
want to put forth.

My purpose here is to try to gain sone purpose
and under st andi ng about this.

The second major idea, however, that | want to
keep in the background, as | do this analysis, is that
antitrust analysis of the R&D conponent cones across in
much nore vivid detail, the inherent contradictions of
public policy with respect to objectives, with respect to
research and devel opnent.

That is just an order of nagnitude nore
important than it is in conventional antitrust analysis,
and by this | nean the following -- for 30 years, since
Olie WIlianmson wote his article on efficiencies in his
antitrust defense, we have been aware of the fact that
there is, there are two major tensions in any kind of
anal ysi s about conpetition.

The first najor tension arises fromthe fact
that in order to give people -- which is the one that we
usually attend to, that's the one Tom was tal ki ng about -
- that in order to give people incentives to undertake
i nnovation, they have to be given at |east sone form of
property right that is not subject at least in the short

run to conpetition, and no matter what we do in this
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regard, there is always going to be a second best issue
here, which is that we don't, unless we want to have a
systemin which literally all the benefits of innovation
accrue to the innovator, which it had -- had it been true
all the way back through hunman history, we would have a
very tiny nunber of people who get all of GNP above what
i s necessary for subsistence and everybody el se was
living at subsistence -- if we don't want to have that
kind of a world, then there is always this tradeoff
bet ween how nmuch shall we sacrifice in innovative
activity by having sonething fall short of a conplete
intellectual property right?

That's the standard way people think about it,
but there is a, there is a second equally intriguing
story here which is the difference between the way nost
econoni sts think about this problemand the way people
l'i ke the conm ssioners of the Federal Trade Conmi ssion
and nost inportantly, menbers of Congress think about it,
which is they don't think of antitrust as primarily an
ef ficiency issue.

They think of it as a consumer protection
issue, and this is a big difference.

Consider the followi ng exanple -- it may be the
case in the Alie WIIliansoni an sense that the nerger of

two firms will in fact reduce costs, but sinultaneously
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if consunmers are sufficiently insensitive to price
changes, it can also raise price, and an econom st m ght
wel | decide that the cost reducing effects of the nerger
are sufficiently great that they offset the harmto
consuners arising fromhigher prices, but in fact
antitrust law tells us that that isn't good enough, that
the -- and this is what Alie's conclusion in his paper
was.

Now turning to the innovation side, what this
nmeans, of course, is that it isn't sufficient to identify
certain kinds of econom es of scale and scope and
avoi dance of duplication that mght arise.

One has to ask the question about the verti cal
connection, whether in fact sone sort of collaboration or
cooperation in the innovati on market enable the
participants in it to be able to engage in nore effective
either tacit or straightforward collusion in the
downst r eam nmar ket .

Now that's the -- this basically starts off
what | want to do, and | want to illustrate all these
issues first of all, in the fable of SEMATECH, and then
to go on with what the principles that we can adduce from
that fable and sone ot her ones m ght be.

The essence of the idea in SEMATECH | think

brings forth a whol e bunch of issues that cone to bear
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her e.

The basic idea behind SEMATECH i s one that
there are perfectly valid, legitimte reasons why it
m ght make sense for firnms engaging in sem conductor
manuf acturing to engage in general research and
devel opnent .

In particular, it had cone to pass in the
sem conduct or manufacturing industry that there was not
standardi zati on across firms, and consequently, the
i ndustry that produces equi pnment for sem conductor
manuf acturi ng was sort of engaging in independent job
shoppi ng for everyone, and there was sone potentially
uncl ai med benefit out there fromengaging in sone
standardi zation particularly in the sem conduct or
equi pnent busi ness.

It was al so the case that as you can wel |l
i magi ne, that in the sem conductor business, intellectual
property rights have a relatively short half life.

It is relatively easy to reverse engi neer a
sem conductor device, and for all these reasons, we m ght
think for the appropriability reasons, for the
st andardi zati on reasons, and for avoi dance of duplication
reasons, it would nake sense for indeed such a joint
venture to come into existence.

Mor eover, because of reverse engi neering
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possibilities and the inappropriability of invention in
this industry, it would make sense for governnent to
subsidize it to sone degree.

The realities of SEMATECH, when it cane into
exi stence, were that the industry -- that SEMATECH
i mredi ately began to focus primarily on this upstream
probl em sem conductor equi prent nmanufacturing busi ness,
and of course the rules of SEMATECH handed down for it
were in the first instance, the participants in SEMATECH
were to be given an advantage in the R&D that they
produced, nanely, they were to have a one-year headstart
on using any equi pnent that was devel oped for them and
in addition, of course, they were, they were essentially
by virtue of subsidizing research and devel opnent in the
upstream i ndustry, and basically exclusively dealing with
the firnms they were subsidizing, a conpletely unavoi dabl e
col | aborator fromthe point of view of these
manuf acturers.

Now as tinme progressed, two things happened,
and | don't want to pass judgnent on that. That's not ny
purpose. It's to illustrate the problens that arise, the
practical problens of inplenenting such things.

The first problemwas, of course, that the
firm the firms that nanufacture sem conductor equi pnent

faced the following dilemma -- on the one hand, the U S
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sem conductor industry was not sufficiently large in the
worl d market that each firmcould actually expect to make
maxi mal profits or indeed in sone cases even survive by
selling only to the nmenbers of SEMATECH, so the first
domai n of controversy arose because these firnms were not
allowed to sell to the non- SEMATECH nenbers, nost of whom
were actually foreign producers, so that was the first
basic form of controversy.

That led to pressure fromthe governnent and
eventually the recision of the rule that gave the nenbers
the head up -- the |leg up.

That, of course, in turn reduced substantially
the incentive of nenber firns to engage in this
col | aborative venture, and it basically is falling apart.

Now this isn't because it was necessarily a bad
idea. | don't want to say that.

It may very well have been a good idea, but the
key | esson that cones about fromthis it seens to ne is
t hat goi ng back to our |essons of the past, that sone of
t he people who are in the market, in this case, in the
mar ket of selling to the sem conductor firns, regarded
t hensel ves as harned, and in particular, the nature of
the joint venture by virtue of not having an
instrunmentality to take full advantage of the potenti al

for econom es of scale in the upstream suppliers, neant
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that they couldn't behave optimally, and the private for
profit, profit maxim zing incentives for the participants
weren't sufficient to cause themto want to continue to
go forward if indeed the rul e about exclusive dealing had
to be rescinded.

Now | -- that sort of illustrates a |lot of the
probl enms of organizing joint ventures, so |let ne go back
now to principles about how we m ght think about
antitrust and joint venture rules in light of experiences
such as these.

Al right. The basic rationale for why we
woul d al |l ow nmergers or joint ventures has to do with two
facts.

The first is the possibility of duplicative
i nnovative effort, so that we can reduce total R&D costs
to obtain a given cost objective or product inprovenent
obj ective by conmbining efforts, and the second has to do
wi th econom es of scope, and this has to do with the,
essentially the following idea, that firns based on their
hi story have specialized expertise, so they will tend to
differ in where they are really good at conming up with
i nnovat i ons.

To sort of think about how t hese innovations
come about, they may cone about either in the process

line or the product |ine, as was described, but even nore
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than that, they will cone about in conponents of the
product or conponents of the process line, and different
firms can have different talents and different parts, so
t he econom es of scope argunent is in part let the firns
conmbi ne their advantages.

The second part of the econom es of scope
argunment is that sonmehow it is the case, and there are
lots of historical exanples, that people who invent or
come up with new knowl edge are not the ones who figure
out how to use it in the nost productive fashion.

That is to say, it could often be the case that
a discovery in one industry or one firmis the basis for
a maj or product innovation or process innovation in
anot her firmor industry, and the discoverer is not even
aware of it, is not even aware of that potential use, and
of course the nore broadly based the coalition that is
undertaking this R&D, the nore likely that this is going
to conme about.

Now what | would like to point out is that
nei ther one of these works by thenselves. All right.

That is to say, first of all, duplication of
effort is not necessarily bad for the sane reason as the
econoni es of scope argunent is true, that is to say,

di fferent research and devel opnent departnments doi ng

exactly the sane thing will draw different inferences
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fromexactly the sane discovery, and the act of reducing
the degree of duplication in the industry may in fact
reduce innovative effort not because people aren't
di scovering things, but because they are not draw ng as
many i nferences fromthem

And again, one of the features of SEMATECH from
sonme recent research done by Doug Erwin and Pete
Cl eanough at the University of Chicago is that our
hundred mllion dollars public investnment in SEMATECH
caused a $350 million reduction in industry effort in
resear ch.

Now it may be it just elimnated usel ess
duplication, but it nmay also be that it will reduce
i nnovati on because of the fact that the different
conpani es are no longer drawing different inferences from
what was seen to be duplicative.

The second issue that has to do with
het erogeneity of research and devel opnent as it pertains
to economes of scale within this, this various
conmponents of products and processes, and here | want to
make the distinction that's sort of interesting between
how we think about this in product nmarkets and how we
m ght think about it in R&D narkets.

The interesting thing about R&D econom es of

scope i s that cooperation anong heterogeneous firns is
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likely to be a good thing if what they're doing is
genui nely conpl etely non-overlapping -- if sonebody in
t he aut onobil e business is | ooking at engi nes and
sonmebody el se is |looking at transm ssions. Al right.

That kind of intersection, it's al nost
conpletely unlikely that it's going to be the fact that
there will be a reduction in R& effort because they are
al ready, each firm engagi ng in whatever anmount is going
to be sensible for them and indeed they mght find
synergies across that, but the intriguing thing to do is
to think about what happens if they are really doing
research on transm ssions and taking two different
appr oaches?

And there the issue of elimnation of, quote,
duplication can be seriously inhibiting to the rate of
R&D advancenent, so if one were going to get into the
busi ness of deci di ng whet her product innovation, whether
a, the R&D conponent of the industry, if it merged were
in fact proconpetitive or anticonpetitive, one would have
to know sonething in reasonably great detail about the
R&D portfolios of the conpanies.

In other words, it would have to, you would
have to know not only whether they were | ooking at the
same thing or not and whether it was likely or unlikely

they were going to draw the sane inference fromthe sane
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project, but you would al so have to | ook even when they
were doing things in the same general conmponent of the
i ndustry to know whet her they were taking different
approaches or siml|ar approaches.

Well, | have spoken of this mainly in thinking
about it in ternms of nergers, and even though ny exanple
was joint ventures, let ne talk just a bit, and then |
will quit, about the, about the notion are nergers and
joint ventures pretty nuch the sane thing, or is it in
fact the case that joint ventures are safer?

And here | would just like to nake two
observations that in the case of R&D, we mght -- there
woul d be circunstances that would ari se where joint
ventures are actually |less safe than even joint ventures
in production. Al right.

That is to say, it isn't a clear-cut case, and
again, | don't want to say the arguments on the other
si de are wong.

|"mjust saying they pertain to a speci al
circunstance, and I'mgoing to identify another special
ci rcumst ance.

The first is the nost obvious one, which is
that intellectual property rights that are shared anpong
conpetitors are a great basis for cartel facilitation

and the nost -- this has been true ever since the
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Bessenmer patent pool of the 19th Century.

Al'l that you have to do is set royalty rates on
access to the pool of patents equal to the difference
bet ween the nonopoly price and the conpetitive price, and
you can use a patent pool conpletely to produce the
nmonopoly price result in a highly conpetitive industry
where each firmis acting in the product narket
conpl etely independently, so there is -- that is the
nost, is an inportant fact to exanm ne -- that the patent
pool idea can sinply over tinme nean that essentially al
of the benefits of innovation accrue to the innovating
firms and none to their custoners.

Beyond that, notice that the joint venture
i ssue has the sane contracting problemthat acquisition
of research and devel opnent through the private market
woul d have if there were sinply a vertically segnented
i ndustry.

That is to say, if the joint venture is
distinctly separate fromthe conpeting firns that are
sharing init, that is to say, it is not integrated into
those firms, then indeed the joint venture entity has
exactly the sane contracting problemthat the Departnent
of Defense has when it tries to contract for research and
devel opnent on a new mssile systemthat it does not know

how to neasure effort.
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It does not know how to neasure output. It
does not know how to tell when an idea didn't cone to
fruition because it was a bad idea versus an idea didn't
conme to fruition because there was insufficient effort.

It does not know how to assess whet her the R&D
effort inside the joint venture has been captured for the
benefit of a subset of nenbers of the joint venture.

The fundanmental contracting problemthat arises
in mar ket -based allocation of research effort also
happens with respect to joint ventures.

And finally, there is another feature to it
which is a joint venture that was successful in
facilitating the spread of information across firns would
have the property of elimnating the first-in advantage
for firms, that is to say, if we exam ne industries |ike
t he sem conductor industry or a |ot of other industries,
a large fraction of what we observe is productivity
increases in those industries, is in fact |earning by
doi ng.

It's not so much organi zed research in a fornmal
sense in a distinct research entity whose job is to
i ncrease the technol ogi cal base of an industry.

Instead it occurs right at the shop with
i nteraction between people who work on the assenbly line

and product engineers that are sitting in the sane
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facility.

That | earning by doing advantage is a | arge
part of the notivation for innovation, and if sonething
about the joint venture causes the copying of the, of one
firm s innovation nore quickly by another, it in fact
reduces the incentive to innovate to begin with, so one
coul d have the property that one has a nmuch nore
ef ficient R& operation but |ess innovation because firns
in conpetition with one another to get the first product
and to get |earning by doing disappear.

Finally, with regard to the heterogeneous
product story, when we |ook at an industry that is
product differentiated, notice that in a product
differentiated industry as contrasted to a honbgeneous
product industry, the consequences of a nerger, the
negati ve econom c consequences of a nerger, are |less than
the sane industry structure with a honbgeneous product.

Why? Because the firns in the industry already
enj oy market power, so the additional market power and
the additional profits they can extract by conbining are
| ess.

I nterestingly enough, sort of the opposite can
happen in the case of R&D nergers.

Why? Because in a heterogeneous product

i ndustry, it is -- the principal neans of conpetition is
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very likely to be exactly what we were tal king about,
what | was tal ki ng about before, nanely, product
conpetition, and product conpetition is the neans by
which firms woul d engage in, in displacing each other as
contrasted to price conpetition.

It is nore likely to be product conpetition, so
again, a research and devel opnent joint venture in a
het er ogeneous product industry has nore |ikelihood of
elimnating the, that remnai ni ng domai n of inportant
conpetition, and so has nore anticonpetitive concerns
rather than less that you would get from | ooking at
product market.

Well, these are a summary of ny ideas. Let ne
just conclude by saying | do not want anybody to think
that | believe as a consequence of what | just said that
it is a bad idea to think separately about the R&D aspect
of a business when -- and indeed to take into account the
possibilities that econom es of scale and scope and
elimnating duplication are inportant efficiencies
arising fromjoint ventures or nergers. | do not nmean to
say that.

What | nmean to say is that if one is going to
get into the business of taking these into account, one
is required to have a very serious set of first of all,

rules of thunmb that will convey good information to
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firms, that will tell people what the criteria are for
maki ng t hese deci sions, and secondly, one has to have a
substantial increase in in-house analytic capability in
an antitrust agency to nmake certain that these things are
brought to bear.

That is to say, you would need to know t hese
guestions about exactly what is the nature of research
and devel opnent and that structure within the industry in
order to be able to assess whether there were nore |ikely
to be good than harmarising froma nerger or joint
vent ure.

Thank you.

COW SSI ONER STAREK:  Thank very much
Professor. That was nost interesting, quite hel pful,
si ncerely appreci at ed.

Wel |, our final speaker this afternoon is Bob
Ski tol .

Bob is a nenber of the litigation departnment in
the law firmof Drinker, Biddl e & Reath, and between 1987
and 1992, he was a partner in Pepper, Ham |Iton & Scheet z,
and before that, a partner at Wald, Harkrader & Ross.

From 1970 to 1971, M. Skitol served as an
attorney advisor to the Chai rnman of the Federal Trade
Commi ssion, and then served for a year as Speci al

Assistant to the Director of the Bureau of Consuner
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Protection.

M. Skitol specializes in antitrust and trade
regul ation, and he has witten and | ectured extensively
on this subject, and lately he has been focusing on
i nternational conpetition policy.

In fact, he recently served as a speci al
consul tant on conpetition policy to the Government of
Jamai ca and participated in drafting the recently enacted
Jamai ca Conpetition Act.

Bob, thanks for com ng.

MR. SKI TOL: Many thanks, Conm ssioner. |'m
really delighted to be here, and |I thank the
commi ssioners and the staff, and |I'mespecially honored
to be in the presence of the distinguished speakers
bef ore ne.

| guess what | will do today is tal k about the
same subject, but froma working | awer's perspective,
and | would define the topic that we're tal ki ng about
here again froma working | awer's and counsel or's
standpoint as one that | think is, is anong the nost
difficult, but also one of the nost critical antitrust
tasks of our day, which is the devel opnment of practical
standards for the evaluation of innovation effects and
deci si on- maki ng about nergers and ot her ki nds of

col | aborations in the high technol ogy sector.
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For those of us struggling to stay on top of
all of the latest thinking on this subject, we appreciate
the fact that there already is a major body of [|earning
and maj or body of economics literature, a great deal of
it comng fromthe econonm sts that are with us this
afternoon, and also a great deal of |learning already in
being fromthe enforcenent agencies, fromthis agency,
yet the fact remains that we collectively, the antitrust
community, are still at a very early stage in our
education in this area, and the central question yet to
be answered in plain English is how one determ nes with
sonme reasonabl e degree of confidence the difference
bet ween t hose consolidations of rival R& efforts that
are likely to generate efficiencies and thereby enhance
i nnovati on out put, and those consolidations nore likely
to be predom nantly anticonpetitive and thereby reducing
i nnovati on out put.

| think at that point, | do drop a footnote
citation to Roger Noll's remarks. | know that |'m anong
many in the antitrust bar that applauds this Commi ssion's
commtrment to addressing that question as thoughtfully
and thoroughly as is evidenced by this set of hearings,
but et me begin by respectfully submtting that fromny
perspective, this agency already possesses an inpressive

degree of sophistication about innovation and about the
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i nperatives of the high technol ogy sector.

My clients often begin the Hart/ Scott/ Rodi no
process here at this agency with doubting concern as to
whet her the reviewing staff is capable of understanding
their technol ogies and their business dynam cs.

They nore often than not end the process with
consi derabl e respect for the conpetence and the know edge
that the staff brings to bear on their transactions.

O course, that's especially the case when
their transactions get cleared -- exactly.

But still the general point holds for, for many
people in Silicon Valley. Howard Mdrse and his nerry
gang are the human face of what antitrust is all about,
and what it neans to their conpanies, and this Comm ssion
can take a great deal of pride in how Howard and his
staff performtheir role in the conputer industry and the
allied industries that, for which his group has been
responsi bl e.

Let nme quickly add, however, that there is a
certain black magic quality and | ack of transparency
about the decision-making, especially about the
concl usi ons reached on high visibility confidenti al
transactions, and to put it another way, there's little
doubt in my mnd that both the staff and the | eadership

of this agency possess nore insight on these matters than
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has been disclosed to date, and of course this is
under st andabl e.

There are institutional as well as |egal
confidentiality-related inhibitions upon what can be
di scl osed about the decision-naking on particular
transacti ons.

Wth due regard to those inhibitions, | believe
t he Comm ssion can do nore to enlighten the public on
what |ies behind the decisions being made.

| think there are two ways that this can be
done, or at |east two possible ways that | would like to
suggest .

The first relates to the paper that cones out
when the Conmm ssion announces a conpl aint and consent
or der.

The papers include the so-called analysis to
aid public comment, which is an adjunct that has been
around for about 25 years now, but that analysis
typically does alnost nothing to i nformthe public about
t he thinking involved beyond a bare summary of conpl ai nt
al | egati ons and proposed order provisions.

Many hi gh technol ogy transactions subject to
conplaints and settlenents in the |last few years have
i nvolved both fairly provocative liability theories and

al so creative fixes.
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The acconpanyi ng anal yses shed very little, if
any, light on what are surely thoughtful judgnments and
difficult tradeoffs behind these resol utions.

The published anal yses coul d be nore
enlightening than they are w thout inproper breaches of
confidentiality, particularly since the agency possesses
sonme | everage to extract the parties' consent to nore
openness in the course of the consent negotiation
process.

Let nme add that ny criticismin this regard and
my, my suggestion are equally applicable to the Justice
Departnment’'s typical Tunney Act filing, their so-called
conpetitive inpact statenent.

Second, when the Conmmi ssion clears a
transaction without extracting any order, no settl enent
at all, the clearance will again often be the product of
a difficult and extended deci si on-nmaki ng process, but the
publi c never |earns anything about it.

There is a way to lift this available to sone
extent anyway suggested by fornmer Assistant Attorney
CGeneral JimRill about four or five years ago.

He began a process in which through speeches at
public gatherings, he identified particular transactions
that rai sed novel issues and then proceeded to el ucidate

t he division analysis and reasons for ultimately
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resolving the issues in favor of clearing the transaction
wi t hout any relief.

He had apparently elicited the consent of the
parties involved to, their advanced consent to his using
their transactions as the exanples in his speech
speeches.

From ny perspective as an outside counsel or,
found those speeches informative and valuable to ny
counsel i ng function.

Unfortunately, there were only a couple
speeches in that series and then the idea just kind of
went away.

Perhaps this woul d be an appropriate tine for
FTC conm ssioners to experinment along these sane |ines
with the focus upon cl earance deci sions involving
resol utions of difficult innovation issues.

O course the FTC conm ssioners are already
wel |l down the road in utilizing speeches to enlighten the
public generally on agency thinking about innovation
concerns.

Commi ssi oner Varney particularly has
contributed inmportantly to the dialogue in this area with
her series of speeches on innovation and rel ated thenes.

| offer ny suggestion about clearance deci sions

when no orders are issued as really just a possible
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nodest addition to efforts already underway and
appreciated on this front.

Now | would like to turn to the HSR process
itself where ny experience has been that the various
recent additions and refinenents to the procedures have
mat eri ally enhanced the efficiency of the process
general ly.

My main thought on this subject today is to
urge consideration of a pre-filing process particularly
for transactions in the high technol ogy sector.

The reason for special treatnent in this area
is that these transactions often involve new
t echnol ogi es, conpl ex i ssues of nmarket definition, and
exceptionally difficult issues relating to innovation
effects.

It's in the interests of everyone concerned to
begi n a di al ogue about transaction-specific issues of
this kind at the earliest possible time with a viewto
maxi m zi ng the prospect of an infornmed and correct agency
j udgnent about the transaction without the necessity of a
nmessy and prol onged second request.

There are potential inhibitions on a pre-filing
process of this sort.

Agency staff may have under st andabl e

reservati ons about devoting scarce tinme and resources to
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a transaction not yet filed, especially if there is doubt
as to whether the FTC or DQJ would ultimately receive
cl earance under the |iaison process.

These inhi bitions can be addressed particularly
since for many transactions in the high technol ogy
sector, there's little doubt or there should be little
doubt that FTC rather than DQJ is the |ogical agency to
receive the responsibility based on its handling of other
transactions in the sane field or simlar field.

| can tell you that anong nmany conpanies in the
hi gh technol ogy sector, there is considerable interest in
obtaining this kind of early insight and advi ce on agency
staff reaction and thinking about transactions under
negoti ati on.

Al that's really needed to nake the process
happen is sonme formal or indeed informal Commi ssion
statenent that expressly invites pre-filing nmeetings of
t hi s ki nd.

Now with a view to deepeni ng our know edge of
how di fferent kinds of R&D collaboration actually do
affect innovation, |let ne suggest a research project for
t he Conm ssion's Bureau of Economics. | don't know if
Jonathan will like this idea or not, but I'Il try it out.

The Comm ssi on now possesses ten years' worth

of NCRA and NCRPA notifications, including a wi de array
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of organi zational structures from| oose consortia to
consolidations that are the functional equival ent of
asset nergers, R&D asset nergers if you wll.

Wiy not select a half dozen or so of these
col | aborations, focusing on the ones that are perhaps
nore |i ke nmergers or closer to the nerger side than the
consortia side, and that involve |eading players in
consol idated parts of the high technol ogy sector, take a
hal f a dozen or so ventures of that sort fromthe filings
of several years ago, and take a close | ook at what has
evol ved -- how precisely and to what extent have those
col I aborations been efficient and been successful ?

What actual inpact on innovation generally in
the affected markets can be di scerned?

Per haps through in-depth interviews of industry
personnel, those involved in the ventures, and al so
out si der from conpeting conmpani es, you woul d di scover a
range of views as to whether the innovation inpact had
been good or bad.

These studies could generate new insights into
condi tions nost conducive to efficient R&D, into the
i npact of these collaborations on industry-w de
i nnovation incentives and rel ated issues.

| think the Comm ssion would want to be

extrenely careful about generalizing fromstudies of this
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sort, but they nonethel ess could prove useful to the
evol ution of merger and joint venture enforcenent policy
for the high technol ogy sector, | think especially for
t he evolution of creative remedies for transactions
rai sing innovation concerns.

| want to offer a thought specifically about
renedi es.

Chai rman Pitofsky recently floated the idea of
subsequent review or conditional clearance aspect for
sonme transactions where there woul d be an agency
comm tment to ongoi ng nonitoring, post-consunmation
nmonitoring with regard to conpetitive effects and whet her
or not prom sed efficiencies materialized.

This seens to nme to be an idea that should be
tried, and | would especially urge application of it in
connection with |icensing renewal s.

The consent orders of this sort have been
controversial with lively debate over their efficacy, and
an acquisition cleared in reliance on entry into the
rel evant nmarket by a licensee of the nerged firms
t echnol ogy woul d seemto be an ideal candidate for close
nmonitoring with the view to ascertain whether the
selected licensee really does becone over tine an
effective conpetitor, particularly one really capabl e of

i nnovation rivalry against the |icensor.
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These orders generally rest on the pren se that
conveyance of rights to intellectual property conbi ned
with requirenments for technical assistance suffice to
create effective conpetition in innovation as well as the
rel ated goods markets invol ved.

They al so rest on judgnments that the chosen
i censees al ready possess other essential innovation
assets such as human capital, a corp of people with
rel evant expertise in their heads.

Whet her these judgnments have been correct is a
guestion deserving close scrutiny a year or two after
conpl etion of the conpliance inplenentation process.

Let ne skip over parts of ny prepared statenent
to nove us al ong.

| think I"l'l just -- well, | did want to say a
few words that, but without the detail in nmy prepared
stat enent, about agency resources.

| have made t he suggestion that perhaps the
time has conme for the agency to think about expanding the
ki nds of professional staff that it has.

It's now an agency exclusively of |awers and
econoni sts, increasingly called upon to, to eval uate
cutting edge technol ogi es.

Per haps the agency ought to have its own

conmputer scientists or two, software engineers, so forth
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and so on, raise the question of where are the resources
going to conme fromat this tine of budget austerity?

And ny prepared remarks include a brief
editorial about what would be w se or unwi se for the
United States Congress to do with the budget of this
agency, so I'mjust going to skip over all that, but | do
think that with the kinds of mergers before this agency
and the high technol ogy nmerger wave that is only going to
intensify in the comng years, that the high technol ogy
community itself should be the | eadi ng advocate of
i ncreasi ng rather than decreasing the budget of this
agency.

The industry itself is going to be anong the
victinms of anything done that undercuts the ability of
this agency to, to deal in an informative and an i nforned
manner with these kinds of transactions.

|"mjust going to go to a couple final
t hought s.

At some point along the innovation |earning
curve, the Conmmi ssion together with the Antitrust
Di vi si on shoul d undertake to articul ate the standards for
this analysis in sone clear, understandable form and I
woul d suggest that it should be done within the four
corners of the merger guidelines.

The best and nost | ogical place to do so is
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t hrough an expansi on of the guidelines efficiency
secti on.

The fact of the matter is that in contrast to
nost parts of the guidelines, the section on efficiencies
is uninformative.

It's also essentially unrepresentative | would
suggest, unrepresentative of the de facto decision-naking
process that has occurred in the past few years.

It's my belief that both enforcenent agencies
do in fact now evaluate nmerger efficiencies to a greater
degree and with nore sophistication than suggested by the
verbiage in this part of the guidelines.

The one exceptionally val uabl e and practi cal
out cone of the Commission's investnent in these hearings
could be the fornulation of a new efficiency section that
captures the essence of how the agencies do and shoul d
address this critical dinmension of transactions that cone
before them and permit ne to add that the agency shoul d
al so as part of the same re-examnation fix a related
problemin current antitrust |aw and policy that, that
our econonists this afternoon have, have al so referenced
or described in one manner or another, and that the way I
put it is a mschievous lack of clarity as to whether and
how t he conceptual franmework and nodes of anal ysis set

forth in the nmerger guidelines apply to other forns of
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hori zontal collaboration, including the many vari ati ons
one sees throughout the high technol ogy sector these
days.

| submt to you that the same general franework
and anal ysis of narket power, entry barriers, conpetitive
effects and efficiencies that formthe core of the nerger
revi ew process should be equally applicable to such
operating structures as strategic alliances, R&D, or
production or other joint ventures and standard setting
consortia efforts.

O course different degrees of collaboration
entail different decrees of resource integration.

These differences should be considered in
evaluating likely ram fications, but again, the franmework
and overall node of analysis should be the sanme for al
forms of collaboration with the sane objectives in mnd.

There's a good deal of confusion as well as
di fference of views on this front, particularly anong the
federal courts, but also within the actions and
pronouncenents al so of the Federal Trade Commi ssion
itself.

By way of exanple, it's clear enough in today's
enf orcenent environnment that narket power is a threshold
screen in nerger policy.

It's anything but clear as to whether or how
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mar ket power anal ysis serves the sane role in either this
agency's or the judiciary's application of rule of reason
standards to other |ess pernmanent or |ess conplete forns
of resource integration.

Agai n, for exanple, the description of the rule
of reason standard in the recently issued antitrust
gui delines for intellectual property licensing is
exceptionally vague in this respect, and the reference in
it to the Comm ssion's Mass-Board standard conpounds the
confusion on this subject.

The rol e of efficiencies, while needing
consi derabl e further el aboration as applied to nerger
policy, as we have al ready di scussed, is even nore in
need of attention as applied to other collaborative
structures.

Many of us see confusion and divergence in the
treatment of this subject anong federal courts,
particularly in private litigation over what m ght be
call ed hybrid collaborations, those that entail sone
aspects of joint R&D, but also entail sone el enents of
i ndustry standard setting or technol ogy standardization.

There are col | aborations of that sort that
incidentally, have been NCRA regi stered and nonet hel ess
have gotten rather bogged down in private litigation

whi ch, and | suppose in the discussion session or session
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|ater, we will have opportunity to talk this over a bit.

|"mcertainly on the side of those who believe
that the NCRA has failed in the mssion to clarify and
reduce litigation exposure, which to my mnd nakes it al
the nore desirable that the FTC undertake the job of
hel ping to clarify what should be the standards in this
ar ea.

The Commi ssion is the |logical forumfor
t hought ful devel opnment of antitrust |aw and policy in
this area generally.

| have co-authored a nodest proposal on this
front with apologies for its not so nodest title. 1It's
called, "A Proposal for Guidelines Deproliferation and
their Consolidation into One Sinple, Rule-of-Reason
Framewor k. "

It doesn't capture the general point to be
made, but it's still -- 1 think this is a good place to
begin on the process, and it's a good place for nme to
conclude nmy conments today by just reiteration of the
need for a clear set of standards for the role of
ef ficiencies generally, and for innovation efficiencies
in particular in decision-nmaking on high technol ogy
col l aborations of all sorts.

So ny thanks again for the opportunity to

appear before you, and special hats off to Susan and
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Debra for their outstanding work in organizing these
heari ngs.

COW SSI ONER STAREK: Wl |, thank you very
much. That was a very interesting suggestion there.

At this point, | think it behooves us to take a
little break, maybe about ten mnutes, to give the
reporter an opportunity to change the tape and all of you
t o ponder questions and responses to our suggested
guesti ons.

| guess when we return we will begin with
Conmmi ssioner Steiger's initial inquiry to Tom Jorde, so
about ten m nutes.

(A recess was taken.)

COW SSI ONER STAREK: Wl cone back. | guess
we're all assenbl ed.

| thought before we would turn to the question
t hat Conmm ssioner Steiger raised of Tom Jorde that we
m ght give Sam M || er an opportunity to, to chinme in.

Sam participated in our norning session and sat
t hrough all afternoon now, and | thought maybe you m ght
have a conment or sone thoughts about sone of the remarks
that you heard this afternoon.

MR MLLER Al right. WlIl, this norning
did tal k about the inportance of interoperability in the

conmput er industry, and urged the Conmm ssion to take

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

N N NN NN R R R R R R R R R R
ga A W N P O © 0o N o 0o~ W N+, O

1256
several actions to pronote and support interoperability,
one of which is responsive to Comm ssioner Steiger's
guestion, which is could anything be done to the National
Cooperative Research and Production Act, and | suggested
t hat perhaps the Conm ssion could either declare that the
Act now covers or seek to gain coverage for
col | aborati ons anbng conpetitors to support an interface
specification or a conpatibility standard, because this
is the kind of collaboration that | think that the Act
was i ntended to pronote, especially through the 1993
amendnent s.

And with respect to the conments | heard this
afternoon, | do have a -- | would like to ask Professor
Ordover and Tom Jorde to, maybe to comment further on
whet her they believe that the antitrust enforcenent
regi mes as understood now and as inplenmented by the
agenci es does get in the way of efforts to achieve
i nteroperability?

PROFESSOR JORDE: Ch, that's a question? It
seens to nme that that's one we can pass around that
shoul d go to the agency.

"' m not aware of agency difficulties, and we
have had cases of private litigation popping up for
access.

You probably are tal ki ng about Addamax from
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this nmorning, and | could inmagi ne situations where agency
gui dance or participation in sone way or statenents,
including just tal ks, could be of help, but that's not
going to stop private plaintiffs, and one of the problens
we have in a lot of these areas is we, we see agencies
both here and at the Departnent of Justice evolving
effectively in the sense of really caring about
i nnovation issues, |ooking hard at the facts invol ved,
| ooki ng hard in many of the same ways, Roger, that you
wer e asking agencies to look at in terns of evaluation,
and it doesn't necessarily carry over into private
litigation brought outside the context of the agencies,
and there is nothing we can do about that short of
District Courts thensel ves being clear on rule of reason
standards that they are applying.

MR MLLER Well, the agency, the agency can
help clarify things either through guidelines or actually
t hrough intervention in cases such as filing am cus
briefs in appropriate cases.

Wien | was at the Departnent of Justice, the
Depart nent was asked often to intervene in that way, and
that is a role that the Comm ssion could undertake in
appropriate cases, especially in helping clarify how the
rul e of reason should be interpreted with respect to

proconpetitive coll aborative activity.
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PROFESSOR ORDOVER: Let ne just say one word,
and that is that the problemis the agency stepping in,
unlike the courts that have to consider such probl ens
because they are brought by private plaintiffs -- 1 think
it is very difficult to draft even a sem -general set of
gui del ines that would govern the issue of how standards
do affect conpetition one way or the other, and one of
the major factors that one should | ook at other than
sinply listing what, about 15 or 20 articles which
Commerce so far have generated, and all of themare
totally inconclusive because they are specific to the
details of the situation that is being, that is being
considered, so | would be at this stage, be somewhat | ess
inclined than Sam M| ler to suggest to the Conmmi ssion
that it actually does say sonething or that Ann Bi ngaman
says sonet hi ng.

Maybe Carl Shapiro will say sonethi ng because
he wote half of those articles, because the problemis
that | just don't know what the best economics is on the
subject matter at this stage of the gane, and | think
that unlike even in horizontal mnerger cases, we have
vari ed sone the playing field.

| think the same thing is beginning to energe
perhaps in the straightforward vertical nerger settings.

COW SSI ONER STAREK:  You do?
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PROFESSOR ORDOVER:  Yeah, | think so. | have
all the answers!

But when it comes to so-called network
i ndustries, when it cones to standards, when it cones to
the issues of conpetitive forces working one way or the
other, there's too nmuch uncertainty for a profound
statenent that would, that would actually guide these
things in a way that, that I would find appropri ate.

Maybe there is a benefit in fact of having
conpetitive rul es devel oped through conpeting
jurisdictions.

It's a free market -- in trying to figure out
exactly what's going on through conpetitive |awsuits, and
| think that may be a way to actually ensure sone kind of
consensus down the road, but | don't think we are there
yet.

COW SSI ONER STEIGER | would like to ask
anyone who cares to comment about the quote, unquote
standard setting in general and see if they woul d agree
with the distinction I'mgoing to draw at | east
hypot heti cal | y.

| think the Comm ssion has experience in what |
woul d call the goods standardi zation nmarket, and by that
| nmean the typical voluntary grouping of conpetitors

t hrough association fromwhich they nay determ ne for
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safety, for efficacy, for performance standards for |et
us say such things as copper piping, durable goods, or
i nputs to a manufactured product, including, of course,
househol d or insul ation.

W are famliar | think with the rather ful sone
literature on the potential anticonpetitive result; |
will limt ny exanple only to an exclusionary practice
agai nst a new product or alternative product.

Wul d you agree that hypothetically there is a
di fference between that kind of standard and a standard
such as a conputer interface which may have perhaps a
hi gher degree of patentability or protection or
conversely | ess, depending upon whether it's a built-on,
add-on idea product or not, and that traditionally the
mar ket pl ace has settled those issues?

" mthinking of the Beta, what is it --
Bet a/ VCR?

PROFESSOR ORDOVER:  VHS.

COW SSI ONER STEI GER:  VHS history in which as
| understand it, a nmarket preference was established, at
| east as | understand it.

Wul d you apply a different role for this
Commi ssion in the area of invasive standards or not?

MR. MLLER Actually |I spoke about that in

sonme depth this norning, but just to briefly reiterate
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what |, what | said, | think there is a difference
between, there's a difference, No. 1, between nandatory
standards |i ke governnent approved codes and vol untary
st andar ds.

There is also a difference between open
standards and proprietary standards.

And by open, | nean those that are publicly
avai |l abl e and can be inplenmented by anybody in the
i ndustry, and either are free or are licensed at a
nom nal cost by the devel oper. That woul d be an open
st andar d.

A proprietary standard is one that either is
exclusive to the devel oper, or you have to pay a | ot of
nmoney to utilize, and there is a difference between
conpetitors getting together with the purpose and effect
of excludi ng new technol ogi es.

A lot of the cases that are on the books rel ate

to that like the Al lied Tube case and the Hydrol evel case

and the Radi ant Burner case, and even the Sessions case.

That's different froml believe necessary
col | aborations today to get products out into the market
because in sone situations, a critical mass of conpanies
has to support a certain new technology in order to get
it going and get it out there, and in the conputer

i ndustry, that it is often the firns with the smaller
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mar ket shares actually that get together and try to agree
on an interface specification, not the sane way to do
sonmet hing, but at |east so that the different
technol ogi es can talk to each other, and they get
together in the face of trying to conpete agai nst one
dom nant firmwhich by the sheer muscle of its narket
share is trying to inpose a standard on everybody el se,
and there is a, there is nore antitrust risk for the
smal ler firnms that collaborate than to the giant firm
that can do it on its own unilaterally, so | think there
is a difference and should be a difference between those
col | aborative efforts intended to suppress and --
suppress a new technol ogy -- versus col |l aborative efforts
to help a new technol ogy energe. And nany tines, the
interface, the coll aboration between conpetitors on how
are our machines going to talk to each other | think is
proconpetitive because it is hel ping establish that
critical mass so that the technol ogy can get out there,
and | gave some exanples in the norning.

There is one interesting facet of the VHS/ Beta
fight which I think deserves a little bit nore enphasis.

Beta was a proprietary standard of one conpany,
and it decided to try to do it alone, and it |ost.

What is -- and it lost to the VHS standard,

which as | understand it, was |icensed very cheaply to a
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whol e bunch of conpanies, so there we had a specification
whi ch then could be inplenmented by lots of different
conmpani es and then conpani es that were manufacturing the
VHS machi nes coul d conpete agai nst each other in how well
they inplenented the standard, and the benefit of that is
t hat VHS machi nes have gone down dramatically in price
from you know, $2,000 when | bought a Beta machi ne, by
the way --

COW SSI ONER STEI GER: You guessed wrong.

MR. MLLER | guessed wong because they said
it was better technology, so I'mone of those stranded
consuners that they tal k about.

PROFESSOR NOLL: You're supposed to buy one
nore than once every fifteen years!

MR. MLLER But the price, when you | ook at
the price --

COW SSI ONER STEI GER:  Practically
anti-Anerican, isn't he?!

MR. MLLER  You know, the price has gone down
fromover $2,000 to $200 -- on the VHS machi ne because
t here has been conpetition in the inplenentation of the,
basically an open standard, and you see the sane thing in
the conputer industry with respect to how the prices of
PCs have come down when there are lots of different

conmpani es conpeting to inplenment conpatible standards.
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There is risk when you have one conpany trying
to dom nate a nmarket by setting its own proprietary
standard, and Janusz knows all about that.

MR. SKITOL: Let ne just add a comrent about
this whol e technol ogy standard setting area, and
particularly standard setting activities acknow edged as
pronoting interoperability of the sort Sam was tal king
about .

COW SSI ONER STEI GER Do share with us because
you had sonme thoughts on how the National Cooperative
Research joint venture legislation mght or could be in
your opinion inproved, and we have had one suggesti on.

| would be nost interested in any others that
you have.

MR SKITOL: Right. Oay. Wll, | think that
the NCRA is not, not, it is in fact not helpful to
standard setting.

You know, there's a difficulty with pigeon
hol es that we have been into for ten years since the
ori ginal NCRA which was ainmed at R&D, and so | know sone
standard setting efforts that got going in the 1980s, and
they actually went through NCRA filings, and then a
di saf fected conpetitor decided to bring an antitrust
suit, and in response to the defense that well, this is

an NCRA protected organi zation, the counter-response was
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oh, no, it isn'"t. This isn't bona fide R&D. This is
standard setting, and that's sonething different.

The whol e, the whol e technol ogy standard
setting thing is highly sensitive to, to antitrust
bul lying by the private bar.

What happens is if you have ten conpanies in an
i ndustry that need to get together to conmonalize and do
a standard that will pronote interoperability, you're
going to end up with ten different antitrust lawers in a
room ar gui ng about, you know, what is and is not, and is
not permssible as their clients argue about whose
proprietary technol ogy should or should not be adopted to
beconme key parts of the standard, and this is an area
where a | ot of very, very desirable standard setting is
not, is not proceeding very well and is being bogged down
because sonme, sonebody out there has hired an antitrust
| awyer to send a threatening letter trying to nake an
antitrust violation out of what really shouldn't be, be
consi dered an antitrust violation.

The NCRA doesn't help. | think the FTC could
help. | think there's, there is serious gui dance about
good versus not so good ways to do standard setting in
this area froman antitrust standpoint that the FTC could
provi de.

The big problemtoday is that antitrust |awers
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out there involved with these groups are having a | ot of
fun argui ng about how the essential facilities doctrine
shoul d or should not apply to these kinds of
col |l aborations, and it's an area where flaky threats of
antitrust litigation are having m schi evous inpact, and
it's an area where | think the FTC could performa very
desirable role in, in taking the lead in providing
t hought f ul gui dance.

COW SSI ONER STEI GER:  Thank you.

PROFESSOR JORDE: |I'mgoing to respond a little
bit and follow up.

One of the -- | think we're, Bob, we're back to
t he probl em of what the FTC is capable of doing inits
arena and how that affects the arena where the | awers
are having trouble and sending threatening letters.

They are different arenas, and you can get
gui dance about rule of reason analysis and the inportance
of standard setting and how do you it and how it would
vary dependi ng on what narkets were bei ng covered,
whet her you had -- very different setting whether you're
trying to capture an entire market and say that's the
standard for it versus, you know, here is a group that's
pul |l ed together one third of the smallest of conpetitors
who are going after the dominant firm

Those are very different anal yti cal
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circunstances it seens to me, but worse than that, | nean
you can sort of state the general principles.

What | have a hard tine understanding, what it
is the FTC woul d say about this that will stop the
plaintiff's lawer fromwiting the threatening letter
where the lawsuit will be treble danmages oriented in a
Federal District Court.

My own sense there is | don't see a, short of
Congressional legislation, and that isn't in the cards at
all, I don't see anything short of a nunber of cases
deci ded one at a tine, unfortunately, while judges
finally cone to terns with safe harbors within rule of
reason anal ysis, and here the agencies are farther ahead
unfortunately | would say than the courts are.

PROFESSOR ORDOVER: A coupl e of thoughts -- you
characterize these as threatening and frivol ous and so
on, but that obviously depends on where you sit, and |
presune if you and Sam were to tal k about, you know, what
is or is not frivolous as opposed to just plain
threatening, the extortionary use of the antitrust
process, but as a serious concern, | think that even
anongst | awyers, there would be genui ne di sagreenent in
the sane way there exi sts anbng economi sts or even in
busi ness practice, if you take standards, there is a

serious thought being expressed that standards which are
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open whi ch nobody owns never get anywhere.

For exanple, let's ook at failure of Unix in
many applications to devel op.

In fact, there was a non-starter for so many
years because it was not sponsored adequately by anybody.

At the sanme time, whatever you may say about
the M5 DOS standard, it certainly succeeded beyond
anybody' s expectation because it was sponsored, and
powerfully so, by Mcrosoft.

Now are we better off with having a standard
t hat nobody owns or licenses for a penny w thout taking
the risk to develop it, or are we better off with a
standard that sonebody is trying to control and set I|ike
M crosoft has done or Intel?

| presunme there are many ot her exanples from
the software and ot her industries, in which the firmis
taki ng substantial risks potentially to devel op the next
generation, which is why ny initial reaction was that you
don't just know enough to even contenpl ate the
gui del i nes.

At least | wouldn't know how to do it, speaking
for nyself, and I don't know, you know, | can't speak for
others, but | believe that these tradeoffs are so
genui nely tough that anything but sone reasonably

structured rule of reason and sone devel opnent of
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litigation of cases that would give us sonme way of
wor ki ng through particulars as opposed to general
statenents | think strikes ne as a nore fruitful way to
proceed than a statenent fromthe FTC that standard
setting should not be used for antitrust purposes, and
you know, if it's unduly exclusionary or unduly
inclusive, we will, we will, you know, extend an am cus
in private litigation.

What el se can be said other than those three
sentences? Maybe they are hel ping, but I'mworried about
nore than three sentences.

COW SSI ONER STEIGER:  |If you're worried about
nore than three sentences, I"'mworried. It's not your
normal worry.

PROFESSOR ORDOVER: It depends.

COW SSI ONER STEI GER:  The sane can be said of
all conm ssioners at the Conm ssion.

M5. DE SANTI: | have a question for Tom
initially, but I would like to get the opinions of others
as wel | .

In your remarks, you have tal ked about one of
the possible justifications for these joint ventures
being that there is weak appropriability of the
i nnovation that cones about through the joint venture,

and | understand and | think it's very interesting your
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analogy to the free rider rationale that's devel oped in
antitrust case law. |It's pretty securely there at the
noment .

My question is how, how do we understand when
we're just furthering a right, what has at | east over the
past coupl e of decades becone a fairly usual antitrust
argunment and when are we trespassi ng on what Congress has
had to say about the extent of intellectual property
rights, and when are we goi ng beyond that to get into an
area that Congress has resolved in a particular way,
whether it's the extent of copyright or patent
production, and take on a role that's not appropriate for
antitrust?

PROFESSOR JORDE: That is an absolutely
first-class terrific question.

It really goes to the core of worrying about
this intersection of antitrust and intellectual property
and for which I will say real quickly I don't have an
answer .

The answer is in all cases | think, and it's
not, I'mnot ducking when | say that because | think
there's no other way than to | ook seriously at what the
clainms are about the intellectual property and the
reasons that, for exanple, trade secrets and the

possession of themin this particular industry setting
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don't lend thenselves at all to patenting, and therefore
there is not a public know edge tradeoff avail able for
keeping the intellectual property in-house, and therefore
in that case, the public goods characteristics and free
rider possibilities are quite real if things are not
contractual |y bounded i n.

It seens to ne you have got to pay attention
carefully to the technol ogy involved, the intellectual
property involved to see if the clains are legitimte
because they m ght not be, but that, that itself is not a
conpl ete answer at all because it doesn't address in a
way a nore fundamental question that | think you stated
perhaps like this, that is, are we to read Congressional
statenents through |egislative enactnents in the area of
intellectual property as the final |ine and anything el se
that doesn't fall within an already |legislated area is
open for imtation?

And that's the tradeoff that Congress struck,
and any private contracting arrangenent to stop or
otherwise thwart that imtation possibility is fair gane
for, for imtators and shouldn't be used as a
justification for collaboration that otherw se m ght
rai se mar ket power problens.

| nmean nmy own view, and it is just a view, is
that the tradeoff that Congress has drawn with respect to
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pat enti ng and copyright is not the Iimt of intellectual
property.

Nothing is inhibiting state | aw protecting
trade secrets and the |ike even though Congress m ght not
have stepped in the sane areas.

Lots and lots of innovation and intellectual
property falls outside of patents and copyright, and
studi es have denonstrated in a |lot of industries
patenting is not sufficient, so it seens to ne that there
is no reason to think that when intellectual property or
a trade secret or tacit know edge type is significant,
and parties collaborate to gain the rent on it, it
doesn't seemto ne that Congress has elimnated that as a
good thing as long as the end product of that is further
i nnovat i on.

That doesn't nake the bal ance less difficult,
but I would certainly argue against the idea that well,
we have taken care of that froma federal intellectua
property point of viewand if it's not already in, then
there shouldn't be any further prospect of collaboration
to capture additional value.

PROFESSOR ORDOVER: So it's not clear exactly
what the Congressional view of anything was on that
subj ect, but if you just |ook at the patent protection,

prior to the setting up the special tribunal for the
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pat ent enforcenent, it was the case that outside of the
court plaintiffs, the infringers prevailed w th huge
certitude.

Sonmet hing |i ke 60 percent or nore percent of
the cases, the court would find a patent invalid or no
infringement or limted infringenent.

Nowdays it's conpletely flipped. Indeed it is
al nost inpossible to prevail as an infringer against the
hol der of the patent, or | don't know about copyright,
but certainly on the patent side, so the mandate is, you
know, as a patent, you have the right to exclude, but
t hat doesn't nmean that you have no right to get as much
profit as you can fromthat grant of the property right.
That woul d not conflict with some basic precepts of
conpetition, so | don't see the conflict as stark as you
per haps posed it.

Maybe there is sone, but certainly not as stark
as that question would deem

MR MLLER I'mgoing to ask what nay be a
si npl e-m nded question, but | think that it does raise
the potential tension between intellectual property
protection on the one hand and consuner benefit on the
other, and that is was the cloning of the IBM PC a good
t hi ng?

Now it certainly wasn't good for |IBM but was
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it good for all the users in the world?

And | would submt as we tal ked about before,

t here has been trenmendous innovation and variety and the
pri ce has gone down, and that's because there was, there
were conpani es that were able to, by cloning, create
conpati bl e products.

There is a tension sonmeti nes between
intellectual property protection and the ability to
create consuner choices and pronote innovation, and that
is going to be before the Suprene Court in the Lotus
versus Borl and case.

| f you focus in particular on the concurring
opi nion of one of the judges, he focused on the potential
anticonpetitive aspects of uphol ding Lotus' copyright
clainms, and there could, or the ability to reverse
engi neer an interface is sonething that in the Sega
versus Accol ade case, for exanple, was held to be
proconpetitive, and in sonme circunstances, where you have
a domnant firmwith the proprietary interface, that may
be a good thing.

| nmean |'I|l pose a hypothetical to Professor --

PROFESSOR JORDE: Before you propose a
hypot hetical, | want to comment on what you just said
because | don't think it answers the question about the

t ensi on.

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N P

N N NN NN R P R R R R R R R R
gag A W N P O © 0o N o 0o M W N+, O

1275

Reverse engineering is just reverse
engi neering. There is patents out there, and it protects
certain things, and they don't -- you have got reverse
engi neering.

| think the better anal ogue woul d have been to
have asked what if three or four horizontal conpetitors
possessi ng about 25 percent of the nmarket get together
who do not have patent protection for a particular area
of innovative activity, but what they have is the bl ack
magi ¢ of howto do the thing right. They understand what
the process is.

Take resin production, for exanple. Most of
it's art. Alittle of it is science.

| f you take the people involved and nove them
fromone firmto another, you transfer that technol ogy
all right, but the question what happens if you get there
as a group, four or five firnms together, and decide to
restrain others that m ght get that technol ogy or m ght
get that type of process or that infornmation.

You say | ook, if you cone into the group, you
can't give it away. You can't sell it. W're going to
benefit collectively fromthat.

Wel |, you' ve stopped reverse engi neering of a
type. You have stopped imtation of a type for sure, but

you have probably al so advanced i nnovati on and advanced
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commercialization, and it seens to ne a | ot would revol ve
around nmar ket power questions and are not answered by
whet her or not there was intellectual property protection
by patent versus by contract.

PROFESSOR ORDOVER: It seens clear to ne,
t hough, that if you tied it up, intellectual property
protection as has happened over the years, and it may be
expanding into the copyright area software, which is
especially very sensitive, at |east ny understanding, the
usual argunents for joint ventures as being necessary to
recapture the spillovers to undertake these risk-sharing
agreenents, sponsor and others, | think it's sonewhat
di m ni shed.

| think that you cannot have a dynam c which is
total ly unbal anced, and that is you cannot have a
ci rcunstance in which both the patent and the copyri ght
| aw are conferring stronger and stronger exclusionary
power agai nst those who are by | aw excl uded, so that
copying a single line of code, for exanple, nmay be viewed
as a mgjor infringenment, and at the sane tine, the
antitrust regine is |iberal enough which says well, you
know, spillovers are out there and you' re going to be
recapturing themone way or the other so you better --
you have to be allowed to joint venture or to do al

ki nds of things by contract and so on, so forth.
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| think there has to be a bal ance of some sort.
| think there has to be sufficient amobunt of openness in
t he econony for people to be able to engage in
constructive conpetition, and if you are not, there is no
room for doing that, then the next phase of conpetition
will come to a grinding halt, and that's what | was
saying initially, that the bal anci ng ought to be | ooking
forward

Qoviously that's a very hard balancing to
undertake, but it's ny view that the nore you' re all owed
to exclude through the IP law, the |ess you need, the
| ess argunent there is for the usual argunments for joint
vent ures.

| f you | ook at the NCRA data base, there's very
little of it, for exanple, in chem cal industries or
medi cal instrunents industries.

Why? Because these industries -- sorry --
t hese peopl e have very potent patent protection. They
really don't need to nmess around with too nuch of these
ki nds of arrangenents.

There is very little fear that anybody is going
to encroach and succeed.

Most peopl e encroach and fail, and therefore,
you see the data confirm ng what we are sayi ng here,

whi ch i s when excl usionary problens nmay be real, maybe
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we' re tal king about devel opnent of generic technol ogy,
you Wi || observe not only two player joint ventures but
five or ten or fifteen player joint ventures.

COW SSI ONER STAREK: Did you want to pose your
hypot heti cal now?

MR MLLER Ckay. Well, let's take, let's
t ake W ndows, which up to now M crosoft has said what
they would claimis an open interface. They give out the
application programwth interfaces, and they say |ots of
peopl e, thousands of prograns have been built on it,
whi ch are conpl enentary to, conplenmentary to the
operating system but in the neantinme, Mcrosoft now has
gone into not only the operating system busi ness, but
al so the application business.

In fact, it gets nore revenue today from
applications than it does fromoperating systems, so it
m ght say well, we have an intellectual property right to
the software. W own the interface. W don't have to
give it to anyone. W're not obligated to license it.

Let's suppose that next week M crosoft changes
its business nodel and says we're, we're not going to
license the interface to anybody who is in conpetition
wi th any programthat we make.

W're not going to give it to any word
processi ng conpany or data base conpany or anybody that
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nmakes presentation graphics or anything el se that we
make.

We're just going to do it ourselves, and we
have an absol ute right under the intellectual property
laws to do that.

Does that create anticonpetitive probl ens?

PROFESSOR ORDOVER: Roger will talk about that.
| -- actually, the hypothetical to nme -- | decline the
of fer.

| think that it's a very tough hypothetical,
but you would want to consider how | ong M crosoft would
survive as a standard for the operating systemif it
conducted its business in such a way, so there are forces
-- | think people have very differing opinions on indeed
what shoul d be done in a circunstance |ike that.

| think that sone years ago, 15 years ago |
wote a paper which was unifornmy derided for suggesting
that there may be somet hi ng unt oward about changi ng
interface specifications.

It was actually partly sponsored by the FTC,

t he paper was -- not the conclusions, but the, the point
being I think that first of all, it seens to be true that
arbitrary changes in the |icensing of such things as

sof tware woul d provoke nmuch nore outcry than if, than if

M crosoft followed the Apple route and said |'"mgoing to
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wite everything nyself. | won't license it to anybody.

You can see where the success of Apple versus
M crosoft has been partly for that very reason perhaps,
so changi ng your business plan woul d expose Mcrosoft to
substantial risks, and potentially appropriate
substantial risks partly because to the extent that one
believes in this theory of installed base opportunism
there woul d be a significant base of M5 DOS or W NDOAS 95
owners who actually purchased the systens on the
presunption that it's going to be reasonably open so that
ot her people can wite applications for it, and until
Net scape or sonebody el se or OS 2 woul d supersede the
dom nant system there will be roomfor a fair anmount of
exploitation, and that creates a danger especially if in
your hypot hetical you would not posit any particul ar
reason for a change of business strategy.

There may be a circunstance in which there may
be a reason, and others there may not be, but the way you
structure it, | think that that woul d be a dangerous
proposition for Mcrosoft, one |eading to extinction, but
not i mredi ately obvi ously.

COW SSI ONER STAREK: I nteresting hypothetical .
John, did you have a question? O sorry -- Professor
Nol | ?

MR. BAKER: Let Roger take it.
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COW SSI ONER STAREK: Pl ease.
PROFESSOR NOLL: It seens to nme you asked a

very specific question which has gone so far off track

|"mnot sure | should still try to answer it.
M5. DE SANTI: I'mstill interested.
PROFESSOR NOLL: | will resist the tenptation

to respond to Janusz and go to the question about can
joint ventures solve the appropriability problenf

And you know, whereas | will say that we have
to admt the intellectual possibility that they can in
certain circunstances, | will sinply make a broad claim
in the vast mpjority of cases, that is conplete and utter
wi ndow dressing and has nothing to do with reality.

And the reason for it essentially is the
following, that if you ask the question under what
ci rcunst ances can a non-appropri abl e i nnovati on becone
appropriable, only by virtue of a joint venture, it has
to be by reduction of conpetition anong the people in the
i ndustry, which neans they have to sonehow not conpete in
the application of that innovation, and they have to be
able to protect against entry, and that the, the reason
t hi ngs beconme non-appropriable is because in fact of
copyi ng and i nnovation, copying and innovation by ot hers,
and product market conpetition, and the solution to that

again is a royalty systemwhereas the royalty rate is
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unrelated to the, the quality of innovation. It sinply
becones a cartel facilitation device.

The second reason for it is | know of no way to
wite down a rule that would be sonething |ike a nerger
gui del i ne which would say R&D joint venture, you are
required to specialize only in non-appropriable
i nnovation. Al right.

That is to say, what -- the natural inclination
of any R&D joint venture is going to be to maxi m ze
profits of the joint venturers, and the way you maxi m ze
profits of the joint venturers is to focus on
appropri abl e i nnovati on.

The third point I would rmake about it is that
you cannot discuss this outside the context of al
federal policies towards R&D, and the traditional way we
have thought about how to deal w th non-appropriable
i nnovation is produce it in the public sector and nake it
publicly available, or at |east subsidize a joint venture
and make it publicly available, and that's exactly the,

t he i ssue here.

It seens to nme that if you genuinely identify
an area where there is enornous anmounts of social value
to be obtained, the alternative is to pay for it and make
it publicly available and to allow free participation by

the industry, but not exclusive orientation towards it.
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And you know, the argunent here is so simlar
to the argunent, the battle we fought for 25 years about
process utilization and econom c regul ation, which is the
argunment that, you know, it's really inportant that
people who live in rural areas be able to pay the sane
price for utilities as people who live in urban areas
despite the fact that it's ten tinmes as expensive to
serve them and rather than pay the noney for it,
Congress is sonehow unwilling to see the intelligence of
this brilliant policy, so therefore let's prohibit
conpetition in the industry in order to engage in
internal cross-subsidization with all of the horrendous
inefficiencies that arise fromthat both in terns of
production efficiencies of the regulated firmand in
terms of the dead wei ght | osses created by the
cross-subsi di zati on.

| think that trying to do non-appropriable
i nnovation through R& joint ventures is exactly the kind
of avoi dance of the true public good feature of those
t hi ngs that ought to be publicly subsidized

M5. DE SANTI: Bob, do you want to tal k about
this question?

MR SKITOL: Well, | guess, | guess this is
responsi ve.

The interplay between intellectual property
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right to exclude versus conpetition concerns under the
antitrust laws is yet to be played out.

| don't think we're even close to working out
the, the right bal ance between those two regines, and
it's right smack in the mddle of the Kodak case.

Kodak today filed their JNOV, and their big
argunment agai nst the verdict is that these replacenent
parts were patented, and Kodak has the right to refuse to
sell patented parts to conpeting independent service
or gani zati ons.

That's going to go all the way to the Suprene
Court | guess, and in standard setting, there is a
tremendous tension yet to be resolved about just, you
know, when and under what circunstances do you mnake
sonmebody, do you have a rule of |law that says that even
t hough that's your patent or copyright, even though
that's technol ogy you devel oped, that's your innovation,
and it's protected by the patent code or the copyright
code, nonet hel ess because of the way you wi sh to have
t hat technol ogy used, the antitrust |laws require you to
license it out.

We haven't yet figured out how to and under
what circunstances the antitrust |aws shoul d say
sonmething like that to intellectual property.

PROFESSOR NOLL: Bob, let ne disagree with you.
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Suppose the rule was that, that Bell Communications
Research or AT&T Bell Labs has a patent on all the
necessary things to use a tel ephone, which isn't true now
but woul d have been true 20 years ago.

Do they have the right to say that we'll not
sell our tel ephone to anybody who doesn't |et us own
t heir house?

In other words, | think we have fairly clear
gui delines that the, that at |east point out the donains
of which it would be ludicrous to all ow patent extension
into other markets, and the real question has to do with
cl ose calls obviously, but I think we know what the
principles are, and the principles are that there are
reasons why, in closely related markets, a firm m ght
very well want to |l everage an intellectual property right
into the other market even if it were an inefficient
provider in that other market for a whol e host of
reasons, the nost obvious of which is to engage in better
price discrimnation.

To take the case of Wndows versus
applications, if you' re just selling Wndows, you don't
know whet her you're selling it to someone who is going to
use it primarily for word processing, primarily for using
fi nanci al managenment prograns, primarily for using its
statistical packages, primarily for using it for any host
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of other applications, and you can engage in far better
price discrimnation against the users of Wndows 95 if
you di scrimnate anong themin terns of the applications
they are going to use, and so it makes great sense if
you're Mcrosoft to try to foreclose entry into
applications progranms for engaging in that kind of price
di scrimnation, so once again, it's sort of a fact-based
guesti on.

Is the plausibility of the econoni es of scope
and greater integration greater or |less than the
plausibility of the ternms of this as pure narket
extension for a host of reasons we can list, and it seens
to me that in the great majority of these cases, the
mar ket extension argunment is, the notion that there is an
efficiency to be captured there is extraordinarily weak,
but in any case, you can probably figure it out if you
just investigate it.

M5. VALENTINE: |If we could bring this back
maybe to where we started, does this suggest that for
t hose of you who suggested that regardl ess of the form of
col I aboration, the standard should be the sane, and |
think that's both Jorde and Skitol, that you're | ooking
nore at a rule of reasonsafe harbor and a simlar, or an
extension of the guidelines, the current guidelines

framework to joint ventures, and you're not going to next
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tell us, which | actually thought you were doing, Tom
well, in fact innovation efficiencies are so special that
we should go to yet a different way of neasuring those
ef ficiencies, and instead of having these |east
restrictive alternatives, |ook at whether it would have
been substantially fewer participants Is this an effort
now to ratchet down guidelines or --

PROFESSOR JORDE: No. | think it stays the
same, and | really think you ought to be applying
remar kably simlar standards in order not to cause
busi nesses to choose forns of organization that don't
mat ch what they are trying to acconplish just to get a
di fferent substantive result.

| would apply the safe harbor in collaborative
contracting and alliance areas equal to what is being
done for nmergers so that we don't have an odd pressure in
one direction or another.

Wth respect to sort of ny version of drastic
nmeans anal ysis, that's how !l think it ought to be done --
peri od.

| think there is |oose | anguage in a nunber of
judi cial decisions suggesting probably a stronger
standard than is actually applied by any of the agencies
anyway, and | suspect that what | stated in nmy renmarks

and have witten in nore detail is nuch closer to what
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agencies in fact do when they are thinking about | ooking
at alternatives, so | don't think there's a change there.

There is a change with respect to innovation
and technol ogy-rel ated questi ons.

| f by that you nean are there speci al
consi derations that conme into play because the nature of
what's being | ooked at involves innovation and technol ogy
and rapidly changing industrial settings, then I think
the answer is yeah, there is a separate set of concerns
that you would at | east want to pay attention to that
woul dn't cone up or be as famliar to us if we were
| ooking at a transaction involving a mature industry with
several players that had been around facing each other
over a long period of time, w thout nuch change.

MS. VALENTINE: That would be factored into the

anal ysi s?

PROFESSOR JORDE: Ch, yeah. Sure.

M5. VALENTI NE: Bob, where are you?

MR SKITOL: | think Tomand | are of a simlar
Vi ew.

| agree with everything Tomjust said. At
least | think | do.

MS. VALENTINE: Including his version of |ess
restrictive alternative?

MR SKITOL: Well, | think he's suggesting that
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it would be for, for sonebody to, for a prosecutor or a
plaintiff to overcome a defender's efficiency showi ng on
| east restrictive grounds, it would be a high standard.

You woul d have to show that there was an
obviously less restrictive way to do it, and one that
was, woul d have been substantially less restrictive if
that's -- | think that's what | heard Tom say, and that
sounds pretty sensible to ne.

MR TOM | was struck by the fact the very
next point that Tom Jorde nade after the |east
restrictive alternative standard was that a | ot of these
probl ens could be aneliorated, if not solved, by the
elimnation of treble damages, the application of NCRA or
the Iike, and that |led me to wonder whether the sane kind
of latitude in the |least restrictive alternative test
ought to be given in cases where you are not dealing with
retrospective renedies, but you' re only dealing with
prospective changes in the conpetitive | andscape whi ch of
course woul d be the case under Section 5 of the FTC Act
as opposed to the Sherman Act itself.

PROFESSOR JORDE: That's an interesting point
with respect to the Section 5.

| didn't mean -- if | did, | erred -- | didn't
nmean to suggest that the rule of reason standards that |

was advocating here ought to change or sonething
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di fferent ought to happen if the National Cooperative
Research Act or Production Act cane into play.

At the end, | thought that, you know, there
ought to be nore attention paid to that, but | don't
think the rule of reason changes there, either.

Al'l that Act does is say the rule of reason
applies, and everything that we have been tal ki ng about |
think would fold into that.

| understand the point about |ooking at things,
at the time that the FTC m ght be | ooking at themthat
you really don't have this hindsight kind of |ess drastic
means probl em com ng up unl ess one were | ooking at an
agreenent that was already in effect and you were com ng
in to see whether it ought to be taken apart or altered
or sonething of that sort. Then I think you would run
into that.

MR. BAKER: Sorry if | croak through the
m cr ophone.

One of the -- this whole session has got ne so
concerned about appropriability -- by the way, | was
tal king about this during the break, that from now on,
| "' m keeping all of ny academ c research captive -- | have
a question for Bob about your proposed research program
for ny econom c staff.

|"mactually delighted -- usually when peopl e

Heritage Reporting Corporation
(202) 628-4888



© 00 N oo 0o b~ w N Bk

N N NN NN R P R R R R R R R R
gag A W N P O © 0o N o 0o M W N+, O

1291
are proposing that we undertake an anbitious research
programin the Bureau of Economics, it's people who want
to keep us out of the case work, find sonething else to
do. It's |like when you ask the fell ow who stops you for
speedi ng don't you have a robber you can go after?

You, of course, have a better reason, which is
that -- and | agree that research would be very hel pfu
for us to | earn about how col | aboration affects
i nnovation and conpetition just as you were proposing --
but what |'m wonderi ng about is whether, and you can
probably speak to this fromyour know edge of your
clients, whether the firnms we woul d be asking these
guestions to will cooperate with us and tell us what they
have been doing and all the details, and what they |earn
and what they figure out and how it was conmercialized
and who they talked to and what they charged for the
products and how rel ated technol ogi es were folded into
it, whether they would take the tinme to do that with us
on their own and whether outsiders would take the tinme to
talk to us or whether we should be using our subpoena
power to ask your clients these questions and whet her
they woul d be confortable with that and whet her they
woul d raise, waive their -- whether all of these
attorneys woul d waive their confidentiality were we to

publish the results?
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| mean-

MR. SKITOL: That's a very interesting
guesti on.

On the one hand, | suspect that, that you would
find a |l ot of people with very strong opinions as to
whet her the particular effort did or did not work and
what was right and what was wong. You would find a
great range of opinions.

Wul d people be willing to talk to you? |
think the confidentiality thing would be an issue for
many, and you woul d have to, you would have to cone to
grips with that, but | think as a matter of cooperation,
| think |ots of people, |'mthinking about sone
particular clients of mne, I think they would want to be
supportive of an in-depth Comm ssion | ook at this sort of
t hi ng.

| have nmy own sort of hypothesis as to one of
the things you would find out.

| f you conpared the relative success of |oose
consortia versus arrangenments that were nore, that were
closer to the nerger nodel, you would find those that are
closer to the nerger nodel nore likely to have been
successful and efficient, and that's because what | have
seen as a working | awer and advisor to | oose consortia

is an awful lot of industry politics that get in the way
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of serious work.

When you try to do serious R&D, with | oose
consortia, with a whole bunch of conpani es, each of which
has its own separate agenda and each of which doesn't
totally trust the other, the other nenbers, you are
likely to end up with a ot of inefficiency and | ess
ef fecti veness than the other nodel which raises kind of
an interesting question when we tal k about | east
restrictive and so forth, there's a lot of traditional
t hi nki ng about joint venture law that's -- and nerger |aw
-- that says that, you know, it's |ike what the
gui del i nes now say about efficiencies.

They say well, we'll consider efficiencies as a
defense to a nmerger, but only if there's no | ess
restrictive way to acconplish the efficiencies, and often
at least in the past, the enforcenent thinking has been
in the direction of well, a joint venture is |ess
restrictive than a merger because it's | ess pernmanent,
and that's, I'mnot sure that's, that's a valid bias, and
| think the kinds of studies of past collaborations that
we have been tal ki ng about m ght shed sone interesting
light on that.

MR. BAKER: If you're right, it would seemthat
saf e harbor should be set higher for mergers than for

joint ventures?
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PROFESSOR JORDE: | like that. Any sort of
efforts at studying this area run into sonme conplications
that we really want to be careful about.

One is the different settings that you woul d
expect people to nmerge into versus | oose consorti a.

| would be real surprised if people were trying
to acconplish the same things as you went through and
| ooked at what was behind the particular joint activity,
so it mght be, be conparing apples and oranges and
keepi ng the appl es and appl es straight.

The other thing that's difficult, though it's
really interesting to do froma study point of view, it
is very difficult to understand -- two things.

One is what woul d have happened but for what
you have seen over the last three or four years? | nean
it's sort of conmpared to what?

It's a very difficult thing to conme to terns
with. So what if sonething fails?

Now | woul d assunme we're going to understand
that a whole |lot of these joint ventures and consortia
and nmergers for that matter fail, and they don't achieve
what people tried to achieve, but that doesn't nmke them
anticonpetitive or make there any greater reason for an
enf orcenent agency to have taken a second harder | ook at

t he next group of those comng down the line, soit's a
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difficult proposition for agency expenditures.

PROFESSOR NOLL: Knowing that it's OVB budget
review period, | hate to detract fromthe possibility of
your actually getting a budget increase to undertake a
study, but | actually have done the first half of this
proposed study in the sense that | have, | actually went
through the first four years' worth of registrations and
classified themas | see them

Now adm ttedly about 5 percent of them are not
classifiable fromjust reading the title and the nanes of
the firms. Al right.

But I wish I could remenber off the top of ny
head. | didn't think of it as being a mgjor issue, but
sonmet hing on the order of 88 percent of the registrations
are in three industries.

They are either tel ecomunications involving
Bell Corp or AT&T, or in the conputer industry or in the
aut onobi l e i ndustry involving the big three autonobile
manuf acturers on issues pertaining to either batteries or
em ssions technol ogy, so that now those three al so happen
to be areas of enornous historical antitrust activity.

Al right.

So that if you were going to evaluate the

effect of the Act, you could really very quickly concl ude

that the effect is probably virtually nothing except in
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those three industries and focus just there and see if,
if, you know, if those sets of projects -- it's also the
case when you read the actual project description, that
part of themwhich is public information -- you have
access to nore information than | do, but just reading
what | did, they typically get defined in relatively
broad and opaque ways, and one of the things that is
public is the stated justification, and | found frankly
personal ly distressing that in alnost half the cases, the
stated justification was elimnation of duplicative
effort.

MR. BAKER. |If we were to go forward with this,
per haps we would want to collaborate with you so we can
appropri at e.

PROFESSOR NOLL: Well, | would like to join
your cartel for doing the research, too, unless sonebody
pays us!

PROFESSOR ORDOVER: | just want to not add,
actually extract sonething that Roger said a while ago.
It's a long day for me not to pick a fight with Roger.
feel like I have not acconplished enough, but a coupl e of
things that | thought were interesting but m sguided.

One is on the issue that just because there are
spil l overs, that sonehow t here ought to be governnent

i nterventi on.
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| believe that there is no nore harmto be
acconpl i shed than to have the governnent sonmehow get
involved in underwiting the alleged spillover projects
because that woul d require hunobngous apparat us of
determ ni ng whi ch amount of spillover qualifies and what
t he actual degree of appropriability, how much noney
woul d be required to cure the spillover, and on and on,
and | think that even thinking of such a proposal
suggests how i nappropriate it is to solving what's truly
not often a huge market failure, but some market failure,
and | agree that when it cones to basic or fundanent al
research, there is a fair anount of governnent support
al ready, and if you, as you have | ooked at NCRA filings,
there are a nunber of them although substantially smaller
than | thought, that involved actually universities and
nonprofit organi zati ons and things of that sort.

Secondly, | disagree that spillovers cannot be,
that the internalization of spillovers is tantanount to
reducti on of conpetition.

| think that's just not plain so because there
is plenty of work show ng, theoretical and enpirical
denonstrating the fact that such coll aborations do i ndeed
enable firms to at | east enhance the anount of research
partly because they fear |ess spillover, so the

equi libriummy be without internalization, alnost very
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l[ittle output or no output whereas wth internalization,
some out put, not as nuch as we would have if sonmehow
i deal | y phil osopher Queen phil osopher King could
det erm ne how nuch shoul d be done, but | do agree with
you, Roger, that if you're |looking at the NCRA filings,
you'll find that these spillover justifications just
don't make it as a paranount explanation other than in
energy and in, and in environnental research.

| think nost of those NCRA filings ny guess
currently are designed to put together firns with
conpl ementary assets, people that are good at doi ng one
thing with people who are doi ng sonet hing el se, and enj oy
scope econom es at the | evel of R&D, which doesn't have
anything to do with in fact spillover, capturing of
spillovers, but it has to do with putting together assets
that are held in separate hands but which could function
very well together, and | believe that's a trenmendously
legitimate reason for joint venture as it is for any
ot her congl oneration of conplenentary assets which is why
we do take a sonewhat nore | enient view of vertical
nmergers, which to a |arge extent are indeed such in fact
putting together of conplenentary assets as opposed to
putting together of conpeting assets.

MR TOM Listening to the economn sts today,

|"m struck by the degree to which efficiencies really
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can't be identified, quantified in this area with a great
deal of specificity and, you know, there's a |ot of
vagueness perhaps just inherent in the enterprise itself.

In light of that, | wonder a bit about the
practicality of Bob Skitol's suggestion that we wite
gui del i nes about efficiencies.

| mean | don't know if it can be done in the
current state of know edge.

| don't knowif we would end up with a better
product than essentially the approach that we have now,
which | take it to be that mergers in general are
generally efficient, and we allow a |ot of latitude
toward nmergers, and we don't find them anticonpetitive in
the first place very often, and in light of that, we
don't often need to bal ance a highly quantified
measur enent of efficiencies against anticonpetitive
finding when we do find those clear anticonpetitive
si tuati ons.

| s there any reasonabl e prospect that we can do
better than that at this tinme with our current state of
know edge?

MR. NOLL: | don't think that's the right
interpretation to put on what econoni sts have said. Al
right.

| think that the right interpretation to put on
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it isthat it's a case-by-case kind of system that there
is a nunber of, there is a nunber of issues out there
about the likely effect of a nerger or a joint venture on
R&D by the participants, and then there is a spillover
effect or a connectiveness of that to what is likely to
happen in the product narket, and that goes beyond what
you would normal Iy get just by |ooking at product narket
shar es.

| don't think you can conclude fromthat that
it's, that it's sort of non-quantifiable.

It seens to ne that it's multi -- just take,
for exanple, the -- forget Janusz's desire to
differentiate his product and just take what he said in
response to what | said.

What we have, if we nerge those two statenents,
we have the followi ng story, which is Janusz enphasi zed
t he econom es of scope rationale. Al right. So you
hear it said. You take a nmerger. You have got all the
nor mal nerger anal ysis.

I n addition, each conpany reports to you, in
detail, what its research projects are, what it perceives
to be research strengths, and you sinply match t hem up,
and the nore they overlap, the less likely it is the
econoni es of scope is a justification that could cause

you to say well, nmaybe I will give thema few points on
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the Herf in the product market because of the strong
possibility of conplenentary in research, but so
likewise, if you were to -- if it looks |like they had
good Herf nunbers but it turns out they were the two
| eading research firns in the industry, and their
research projects were virtually identical, then you
woul d have much | ess of a reason

Then you woul d say gee, maybe | shoul d subtract
a few points on the Herf in order to let this thing go
through, so | don't think that it's not inplenentable.

| think that what -- that the story is research
and devel opnment is conplicated. It has nany notivations
and many attri butes.

It's notivated in part for the purpose of this
positive incentive to gain appropriable returns.

It's also notivated by the negative incentive
to avoi d being the one that goes bankrupt in the industry
because you didn't keep up, and those phenonmena can be
conceptualized in a case-by-case basis.

| just think at this point it takes nore
sophi stication, there is conplexities to analyzing the
R&D aspects of a nerger and joint venture that are just
not the same as anal yzing the product market aspect.

PROFESSOR JORDE: We're getting toward the 4:30

mar k, M. Conm ssi oner.
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| want to just take 30 seconds to say how
wonder ful the paper was that was witten by Bill Cohen in
prepari ng background materials for not just today's
session, but for, as | understand --

PROFESSOR NOLL: You're just saying that
because he knows how to spell your nane!

MR JORDE: It was just a superb piece of work,
and | have now |l earned it was done under quite pressed
time periods, so it's nice to have that kind of help
avai | abl e.

MR SKITOL: Here here.

COW SSI ONER STAREK: | agree. It was
remar kabl e, and in fact we have got several other papers
prepared by Susan and Debra's staff, and | nust say al
of them have been extraordinary, very hel pful and quite
wel | done.

kay. Thank you all. M sincere thanks to al
of the panelists today who took the tine to prepare
extensive statenments and stayed around for a very lively
and enjoyabl e debate. It has been very hel pful to the
work that we have here, to the mssion that we're
undertaking, and | appreciate it and appreciate all of
your time and effort. Thank you.

(Wher eupon, at 4:33 p.m, the proceedi ngs were

recessed, to reconvene at a future date.)
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